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Study of new depreciation Regulations shows 


them to be practical and easily applied 


by RAYMOND E. GRAICHEN 


Most of the disappointment expressed over the new depreciation Regulations comes 


from those taxpayers who have special situations that they feel merit special liber- 


alized treatment. So far as the vast majority of taxpayers are concerned, this author 


finds, the new Regs. are eminently useable, reflect the statute fairly, and represent 


victory for cooperation and common sense. 


. ae PROBLEMS vastly more complex 
than depreciation face tax men 
every day, though none is more frus- 
trating than depreciation routine or 


hassles with an agent. This is because 
the statute provides that depreciation 
shall be represented by a “reasonable” 
allowance for exhaustion, wear and tear, 
etc. The word “reasonable” connotes 
the existence of an area of plus and 
minus, no arbitrary compromise of 
which truly produces a more “reason- 
able” result. Nevertheless, many dis- 
putes have arisen in past years over the 
application of this term to particular 
situations. It is gratifying, therefore, to 
find that the 


threaded with realism and a regard for 


new Regulations are 
the practical problems that are encoun- 
tered. The Service has done a commend- 
able job. Although it is in this article 
respectfully suggested that there remain 
areas which require consideration, it will 
be noticed that they are secondary to 
the major work that has already been 


accomplished 
Definition of depreciation 
The 


regulation remains unchanged. It is a 


definition of depreciation by 
simple, basic concept which speaks for 
itself. Depreciation is (1.167(a)-1(a)): 

. that amount which should be set 


aside for the taxable year in accordance 
with a reasonably consistent plan (not 
necessarily at a uniform rate), so that the 
aggregate of the amounts set aside, plus 
the salvage value, will, at the end of the 
estimated useful life of the depreciable 
property, equal the cost or other basis 
of the property . . .” The definition sets 
forth the important elements in connec- 
tion with a determination of deprecia- 
tion: (1) cost or other basis of the prop- 
erty, (2) a reasonably consistent plan, 
(3) estimated useful life, and (4) salvage 
value. “Estimated useful life” and “‘sal- 
vage value” are of special significance. 
Estimated useful life 

That depreciation is not exact or per- 


the admonition that 
useful life is not necessarily determined 


fect is evident in 


by the physical life of an asset, or the 
life that statistics generally or of a par- 
ticular industry may accord it. Rather 
it is (1.167(a)-1(b)): 

. the period over which the asset 
may reasonably be expected to be useful 
to the taxpayer in his trade or business 


” 


or in the production of his income 
[emphasis added] 

It is now clear, and properly so, that 
the place to look for a determination of 
estimated useful life is the taxpayer's 
actual experience. Bulletin F and indus- 


try statistics are merely guides. This is 
realistic. Needless to say, it is erfoneous 
for a taxpayer to use an estimated useful 
life of five years for his business automo- 
biles, for example, if his own actual ex- 
perience that he regularly 
trades in his business automobile every 


indicates 


two years. (This taxpayer would not be 
entitled to employ the declining-balance 
or the sum-of-the-years-digits method of 
depreciation with respect to his automo- 
biles, since the useful life of the automo- 
biles would be less than three years.) It 
is of course equally erroneous for a tax- 
payer to understate the useful life; that 
is, he has no right to use generally an 
estimated five-year useful life if his ac- 
tual experience discloses a useful life of 
ten years and there are no extenuating 
circumstances. 

If a taxpayer desires to determine de- 
preciation on an individual item basis, 
then he must estimate the useful life of 
each individual item, even where there 
are many identical or similar items. It is 
possible that identical or similar items 
will have the same useful life, but if that 
useful life is determined by reference 
to the average useful life of any group 
of items as a whole, regardless of whether 
the items are identical, similar, or other- 
wise, then the individual item accounts, 
even though depreciated separately, will 
generally be subject to the rules on group 
or composite accounts with respect to 
which an average useful life is employed. 
In the case of a group or composite ac- 
count, a taxpayer may use an average 
useful life or the useful life of the long- 
est-lived asset in the account. The aver- 
age-useful-life application is widespread, 
whereas the longest useful life is seldom 
encountered. 

Estimated useful life is subject to re- 
vision. It may be lengthened, or short- 
ened, in any taxable year based on the 
facts and circumstances existing at the 
close of that year. Revision is possible 
whether depreciation is determined on 
the basis of individual item accounts, 
group accounts, or composite accounts, 
and regardless of the depreciation meth- 
factors which 
should be considered, both in setting 


od in use. Some of the 
the original estimated useful life and in 
making revisions thereof, are: (1) wear 
and tear and decay or decline from nat- 
ural causes; (2) the normal progress of 
the art, economic changes, inventions 
and current developments within the 
industry and the taxpayer’s trade or 
business; (3) the climatic and other local 
conditions peculiar to the taxpayer's 
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trade or business; (4) the taxpayer’s pol- 
icy as to repairs, renewals, and replace- 
ments; and (5) with respect to group and 
composite accounts, the rate, timing and 
type (normal or abnormal) of retire- 
ments. 

With respect to composite accounts in 
particular, the Regulatons provide (1.167 
(a)-7(d)): 

“In... composite accounts the aver- 
ige useful life and rate shall be redeter- 
mined whenever additions, retirements, 
or replacements substantially alter the 
relative proportion of types of assets in 
the accounts. si 

It is important to note that the altera- 
tion of the proportions must be substan- 


tial for this provision to operate. 


Salvage value 


Salvage value is the amount the tax- 
payer realizes when he retires an asset 

the end of its useful life. For depre- 
ciation purposes, it must be determined 
years in advance of its realization. Un- 
der this circumstance, it cannot be any 
more than an estimate, but that estimate 
must be reasonable in the light of the 
taxpayer's past experience. By compar- 
ing salvage proceeds with the gross cost 
of retirements for a substantial period, 
in historical ratio can be computed. If 
necessary, adjustment can and should be 


made for known factors not considered 


or taken into account in the historical 
determination. 

Che amount of salvage value will vary 
iccording to various considerations, in- 
cluding the retirement policies of the 
taxpayer. If a taxpayer customarily does 
not dispose of his assets until they are 
physically and economically exhausted, 
salvage value means scrap or junk value. 
On the other hand, if a taxpayer regu- 
larly retires his assets at a fixed interval, 
even though at the time of the retire- 
ment the assets are in good operating 
condition, salvage value will ordinarily 
represent a substantial amount in rela- 
tion to the original cost or other basis. 
During the useful life of an asset, sal- 
vage value is not subject to change be- 
cause of temporary fluctuations in val- 
ues. But if at any point it becomes rea- 
sonably certain that the salvage value 
originally estimated is not realistic, it is 
subject to revision at that time. 

Salvage value may be taken into ac- 
count at gross or at net value, net value 


meaning estimated 


value 
less estimated costs of removing retired 


Whichever 


gross-salvage 


assets. selected 


with respect to a depreciation account 


method is 


must be consistently followed with re- 
spect to that account for all purposes, 
including retirements. If salvage value 
is accounted for at gross, the gross-sal- 
vage proceeds from a retirement (the 
gross cost of which is properly charge- 
able to the depreciation reserve) repre- 
sent a credit to the depreciation reserve. 
Removal costs would ordinarily be a 
proper deduction in determining taxable 
income. On the other hand, if the net 
salvage value approach is employed, the 
net salvage proceeds would be a credit 
to the depreciation reserve and removal 
costs would not ordinarily be a proper 
deduction in determining taxable in- 
come. Where the removal costs exceed 
the salvage proceeds, the excess of the 
removal costs may be a proper deduc- 
tion in determining taxable income if 
such an excess was not contemplated in 
setting the net salvage value for the 
asset account. 

It is important to note that the new 
Regulations provide that, regardless of 
the depreciation method in use, salvage 
value must be taken into account in one 
or more of three ways; i.e., (1.167(a)-1 
()): 

*“. .. Salvage value must be taken into 
account in determining the depreciation 
deduction either by a reduction of the 
amount subject to depreciation, or by a 
reduction in the rate of depreciation, 
but in no event shall an asset (or an ac- 


count) be depreciated below a_ reason- 


able salvage value... 


Take salvage value in one of two ways 

Specifically, in straight-line deprecia- 
tion, salvage value may be taken into 
account in one of two ways, either by a 
reduction in the amount subject to de- 
preciation, or by a reduction in the de- 
preciation rate. In the sum-of-the-years- 
digits depreciation, the new Regulations 
provide that salvage value must be taken 
into account by reducing the amount 
subject to depreciation. In the declining- 
balance method, no salvage value is 
taken into account either in determin- 
ing the depreciation rate or in deter- 
mining the amount of depreciable basis 
to which the rate is applied. Applicable 
in all cases, however, whether it be 
straight-line, declining-balance, or sum- 
of-the-years-digits depreciation, is the 
limitation that depreciation allowances 
may not reduce the cost or other basis 
to less than a reasonable salvage value. 
To quote the new Regulations (1.167(a)- 
I(a)): 


“|. . An asset shall not be depreciated 
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below a reasonable salvage value under 


any method of computing deprecia- 


an...” 

It is this limitation which will mate- 
rially reduce the occasions and amounts 
of capital gain on short-lived assets to 
which declining-balance or sum-of-the- 
years-digits depreciation methods have 
been applied. 

The taking into account of salvage 
value by reducing the depreciation rate 
appears to be permissible only in the 
straight-line depreciation method and 
only when the rate is expressed as a per- 
centage. For example, assume that an 
asset with a useful life of ten years has 
an estimated salvage value equal to 20% 
of the original cost. The percentage de- 
preciation rate before taking into ac- 
count salvage value is 10%. The rate, 
after taking into account salvage value, 
is 8% (10% 10%)). An 
8% rate is the equivalent of a 1214-year 


less (20% &X 


life, and it would appear that the 
amount of depreciation determined by 
dividing net cost by the remaining of 
121% original years would be the same 
as applying 8%, to gross cost. If the re- 
sult is the same, it would appear that 
mechanics should be of no consequence. 
Under the circumstances it is suggested 
that taxpayers who depreciate by refer- 
ence to remaining years of life, when it 
is practicable to do so, should be per- 
mitted to account for salvage value by 
proportionately increasing the remain- 
ing years of life. Since the result sought 
in either case is “reasonable” deprecia- 
tion, it is believed that this suggestion 
is in the spirit of the statute. The ad- 
justment of the remaining life factor to 
account for salvage value might be es- 
pecially helpful where the sum-of-the- 
years-digits method is used, since under 
that method depreciation is permissible 
only on the basis of a remaining life 
approach, except where special permis- 
sion to use some other method is ob- 
tained. This adjustment would avoid 
the necessity of reducing cost or other 
basis by salvage value in order to obtain 
the amount subject to depreciation 
when this depreciation method is used. 

None of the new Regulations on sal- 
vage value represent any material de- 
parture from prior policies of the Ser- 
vice. 


They logical, fair, and 


grounded in the statute. 


appear 


Depreciable property accounts 
Depreciable property may be account- 

ed for, and depreciation taken, on the 

basis of: (1) an individual item account; 
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(2) a group account; or (3) a composite 
account. (The Regulations speak of a 
“classified” account. However, such an 
account appears only to be a refinement 
of the composite account.) All three 
types of accounts may be in use at the 
same time for different assets. In an in- 
dividual-item-account system, deprecia- 
tion is computed for each individual 
item of depreciable property. Each in- 
dividual item is an account; its cost or 
other basis, its useful life and deprecia- 
tion rate, and its salvage value are separ- 
ately determined and accounted for. A 
group account refers to the grouping of 
assets similar in kind with approximate- 
ly the 


account combines assets without regard 


same useful lives. A composite 
to their character or useful lives. Group 
or composite accounts may be further 
broken down on the basis of location, 
dates of acquisition, cost, character, use, 
etc. To use the words of the new Regu- 
lations (1.167(a)-7(c)): 
\ taxpayer may establish as 
many accounts for depreciable property 
as he desires. ‘ed 
Group or composite accounts may be 
maintained on the basis of any two o1 
more items of property, and a group or 
composite account, once established, is 
not required to be supplemented or in- 
creased by additions of similar assets in 


the same ye: 


r or in subsequent years. 
In this latter respect, the new Regula- 
tions provide (1.167(b)-(c)): 


“. ..In the case of group . . . or com- 


posite accounts, any method may be 


selected for each account. Such method 


must be applied to that particular ac- 


count consistently thereafter but need 


not necessarily be applied to acquisitions 
of similar 


property in the same or sub- 


sequent years, provided such acquisi- 
tions are set up in separate accounts. ...” 


The 


counts is in the spirit of the statute and 


freedom of selecting one’s ac- 


is most desirable. However, a word of 
warning is in order, particularly with 
respect to composite accounts. It is the 
“mix” of property in each account that 
determines the composite useful life and 
depreciation rate. It should not be taken 
for granted that the useful life and de- 
preciation rate of one composite ac- 
count would apply per se to another 
similar composite account. For example, 
if a taxpayer elects a composite account 
for each year’s additions of all property, 
the composite useful life or depreciation 
rate for one year would not likely be 
the same as for another year. The rea- 
son of course is that it is unlikely that 
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the additions of any two years would be 
precisely the same in quantity, character, 
etc. Nevertheless, if a taxpayer were to 
use the same composite useful life or 
depreciation rate for each year’s com- 
posite account, the Internal Revenue 
Service would probably hold that tax- 
payer has a single composite account; 
that is, a composite account to which 
each year’s additions are added and ac- 
cumulated. 

The Regulations (1.167(a)-8(d), relat- 
ing to retirements) point out rather 
clearly that maintaining individual item 
accounts will. be to no avail if an aver- 
age useful life of the items is used for 
each account. In such cases it is obvious 
that the form is not representative of 
tiie substance and fact. In substance and 
fact, the individual item accounts repre- 
sent a group or composite asset account 
or accounts depreciated on the basis of 
average useful life, and under these cir- 
cumstances certain losses on normal re- 
tirements would not be deductible. How- 
this that 
payer cannot properly use the individ- 


ever, does not mean a tax- 


ual item basis with respect to like or 
seem that an 
accurate determination by the taxpayer 


similar items. It would 
of useful life of an individual item is not 
impossible, and where individual item 
accounts are selected and it can be 
shown that useful life for each item was 
determined by reference to the individ- 
ual characteristics, use, etc., of the item, 
the individual item account selection 
should be recognized for all purposes in- 
cluding losses on retirements. (See Mont- 
gomery, 36th Ed. Part 8-20.) It is im- 
material, it would appear, that a tax- 
payer has few or many items of depreci- 
able property. 

In appropriate cases, depreciation 
may be credited directly to the depreci- 
able property account itself. However, if 
depreciation maintained, 


reserves are 


they should be maintained separately 
for each depreciable property account. 
If separate depreciation reserves are not 
maintained for each depreciable prop- 
erty account, a valid question could well 
be raised as to just what type of ac- 
count is in use. 

Where book and tax depreciation are 
not the same, it should be noted that 
the regulations call for a permanent and 
continuing reconciliation of the differ- 
ences (1.167(a)-7(c)): 

cA In the event that reserves for 
book purposes do not correspond with 
reserves maintained for tax purposes, 
permanent auxiliary records shall be 
maintained with the regular books of 
account reconciling the different meth- 
ods of depreciation, bases, rates, salvage, 
or other factors .. .” 

It would appear that if practicable a 
the itself 
will amply satisfy this requirement. 


reconciliation in tax return 


Retirement of depreciable property 
The new Regulations spell out the 
circumstances under which gain and loss 
are recognized with respect to retire- 
ments, and the basis upon which the 
gain or loss is computed. Whether or not 
a gain or loss is recognized depends 
upon several factors: form of retirement, 
the reasons therefor, and whether the 
retirement is from an individual item, 
group or composite account. A retire- 
ment may take the form of a sale, ex- 
change, abandonment, or other disposi- 
On the 


may retire an asset without disposing of 


tion. other hand, a taxpayer 
it; that is, for example, he may with- 
draw it from use and place it in a sup- 
plies inventory account for reissue, or 
he may set it aside as scrap. In any case, 
all retirements, regardless of their form, 
fall into one of two categories: normal 
retirements or abnormal retirements. A 
normal retirement may be described as 
follows (1.167(a)-8(b)): 

i a retirement is considered nor- 
mal if made within the range of years 
taken into consideration in fixing the 
depreciation rate and if the asset has 
reached a condition at which, in the 
normal course of events, the taxpayer 
customarily retires similar assets from 
use in his business. ss 

By contrast an abnormal retirement 
is described (1.167(a)-8(b)): 


‘... On the other hand, a retirement 


may be abnormal if the asset is with- 
drawn at an earlier time or under other 
circumstances, as, for example, when the 


asset has been damaged by casualty or 
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has lost its usefulness suddenly as the 
result of extraordinary obsolescence.” 

With respect to normal versus abnor- 
mal retirements, the Regulations state 
(1.167(a)-8(b)): 

‘“. . . In general a retirement shall be 
considered to be a normal retirement 
unless the taxpayer can show that the 
of the 
cause not contemplated in setting the 


withdrawal asset was due to a 


applicable depreciation rate. § 

It might be thought, from this Regu- 
lation, that a taxpayer may elect to 
treat an abnormal retirement as a nor- 
mal 


retirement by not attempting to 


show that the cause of the retirement 
was a cause not contemplated in setting 
the depreciation rate for the group or 
composite. However, such is probably 
not the case. As in the past, the taxpayer 
must continue to be vigilant in recog- 
nizing an abnormal retirement and re- 
porting a gain or loss thereon in the 
year in which it occurs. If he fails to re- 
port a loss on an abnormal retirement 
and instead charges the loss to his de- 
preciation reserve, he may conceivably 
lose any tax benefits therefrom when, 
years later, his earlier charge against the 
reserve is properly reversed by the Ser- 


vice, 


Retirements, no disposition 


Gain is not recognized in any instance 
vhere the asset retired is not actually 
disposed of. Such retirements occur when 
the asset is withdrawn from service and 
placed in a supplies inventory or trans- 
ferred to the scrap account. It is impor- 
tant to note that if in fact the asset or 
assets are held as supplies or scrap, the 
occurred, 


retirement has regardless of 


whether it has been formally recorded 
on the books in the supplies or scrap 
iccount. When the retirement on which 
gain is not recognized is recorded, the 
adjusted basis of the asset is transferred 
to the supplies, scrap, or other appro- 
priate account on the books. However, 
oss is recognized except when the re- 
rement is “normal” retirement from a 
roup or composite account with respect 
to which average useful life has been 
employed. When loss is recognized, it is 
the amount by which the adjusted basis 
of the asset exceeds its fair market value. 
Che fair market value of the asset is re- 
corded in the appropriate account on 
the books. In the case of a normal re- 
tirement on which loss is not recognized, 
the retirement is recorded on the books 
by a transfer of the adjusted basis of 
the asset to the appropriate account. 


It is important to note that if a tax- 
payer is depreciating an individual item 
account by reference to an average use- 
ful life, the loss on the “normal” retire- 
ment of such an account without dis- 
position will generally fall under the 
rules stated above with respect to group 
or composite accounts for which an 
average useful life was employed; that 
is, a loss will not be recognized. In this 
instance, however, a special rule pro- 
vides for the recovery of such a loss by 
way of amortization. 


Retirements involving a disposition 

It is now specifically provided by 
regulation that gain or loss from a re- 
tirement made by way of a sale, ex- 
change or abandonment shall, subject to 
other provisions of law relating to in- 
voluntary conversions, etc., be recog- 
nized. This rule applies regardless of 
whether an individual, group or com- 
posite account is in use and regardless 
of whether the retirement is a normal 
or abnormal retirement. (However, for 
purposes of determining gain or loss, 


see adjusted basis rules which follow.) 


Adjusted basis of assets retired 


If individual item accounts are main- 
tained and depreciation is claimed on 
the basis of the estimated useful life of 
the individual item and not on the basis 
of an average life, the adjusted basis at 
the time of the retirement is the unre- 
covered cost or other basis of the item 
at that time. If group or composite ac- 
counts are in use and depreciation is 
determined by reference to the longest- 
lived asset, the adjusted basis of an item 
retired is its cost or other basis reduced 
that 
would have been allowable had the item 


by the amount of depreciation 
been depreciated on an individual item 
basis by reference to its own individual 
life. In the 
group or composite accounts in which 


estimated useful case of 
depreciation is determined by reference 
to average useful life, the determination 
of adjusted basis depends upon whether 
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the retirement is a normal or an abnor- 
mal retirement. If it is a normal retire- 
ment, the adjusted basis of the item is 
its salvage value estimated in determin- 
ing the depreciation deduction for the 
group or composite account. To quote 
the regulations (1.167(a)-8(c)(1)): “. .. In 
the case of a normal retirement of an 
asset from a multiple asset account 
where the depreciation rate is based on 
average expected useful life, the term 
‘adjusted basis’ means the salvage value 
estimated in determining the deprecia- 
tion deduction. a 

This provision is consistent with the 
regulation that no asset shall be depre- 
ciated below its realizable salvage value. 
In theory a normal retirement occurs at 
the end of its useful life to the taxpayer, 
and at that point there should be left 
undepreciated only the realizable sal- 
vage value of the asset. If there is an 
abnormal retirement, the adjusted basis 
of the asset is its cost or other basis re- 
duced by the amount of depreciation 
that would have been allowable had the 
item been depreciated on an individual 
item basis by reference to its average 
useful life. The regulations state (1.167 
(a)-8(c)(3)): “. 


normal retirement from a multiple asset 


In the case of an ab- 


account the adjustment for depreciation 
allowed or allowable shall be made at 
the rate which would have been proper 
had the asset been depreciated in a sin- 
gle asset account and using a rate 


based upon the average expected 


useful life . . . of the asset... . 

Presumably, average useful life in this 
instance means average useful life of as- 
sets the same or similar to the asset re- 
tired. It does not mean average useful 
life for the group or composite account 
from which the asset was retired, unless 
such account consisted solely of the same 
or similar assets. 

In determining the depreciation ap- 
plicable to an item retired from a group 
or composite account, the depreciation 
method used for the group or composite 
account should be applied. For example, 








PROPOSED LAW LIMITS FAST DEPRECIATION TO 10-YEAR ASSETS 


REPRESENTATIVE MILts has introduced a bill, which the Ways & Means Com- 
mittee reported to have favored, which would limit use of the accelerated 
depreciation methods permitted by the 1954 Code to assets with a minimum life 
of ten years, instead of three years as at present. 
that this measure is necessary because the Committee believes the final depre- 
ciation Regulations will not stand up in court. These Regulations require tax- 
payer to compute depreciation on basis of useful life to him, and to include 
salvage value in computing depreciation under the declining-balance method. 


Talk among tax men is 
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EXHIBIT I: AVERAGING OF ACCOUNTS 
Declining Sum-of-the- 
Balance Years-Digits 
Method Method 
Gross cost balance at the beginning of the year 
(Salvage = 10%) $1,000 $ 900 
Normal retirement of a $200 item during the 
year cae . 200 180 
Gross cost balance at the end of the year $ 800 $ 720 
Total of opening and closing balances of gross a4 
cost 3 $1,800 $1,620 
Average = Total + 2 = $900 $810 
Depreciation reserve at the beginning of the 
yeal be .. § 600 $ 650 
Normal retirement during the year 200 180 
$ 400 $ 470 
Salvage value 20 
Depreciation reserve at the end of the year be- ae 
fore current depreciation allowance $ 420 $ 470 
Total of opening and closing depreciation re- i . ae Fy" 
serve balances $1,020 $1,120 
Average Total + 2 = $510 $560 
Average remaining cost to which the deprecia- . 
tion rate is applied $390 $25 











if a retirement is made from a composite missioner, it clearly reflects income.” 


account which is depreciated on the de- It is well established that if a taxpayer 
clining-balance method, then the declin- fails to deduct allowable depreciation in 
ing-balance method should be used in’ any taxable year, he cannot thereafter 
determining the depreciation applicable obtain that allowable depreciation in 
to the retired item. another year. It is also well established 
that depreciation in general commences 
Practices contrary to rules at the time an asset is placed in service 
If a taxpayer who employs group or and ends at the time the asset is retired 
composite accounts has numerous ac-_ from service. However, if an asset is 
quisitions and retirements, and if, in available for service prior to the actual 
order to avoid unnecessarily detailed in-service date, it would appear that a 
accounting of retirements, it consistently taxpayer may commence his deprecia- 
follows a practice which is contrary to tion with the available-for-service date 
the above rules governing retirements, if depreciation in fact commenced at 


the practice may nevertheless be per- that time. This is especially true with 


mitted if it does not distort income. The _ respect to construction projects, the com- 
regulations in this 
(1.167(a)-8(e)(2)): 


respect provide pletion of which covers a lengthy period. 
Substantial amounts of costs in progress 
if a taxpayer in order to avoid may represent components which are 
unnecessarily detailed accounting for in- actually available for service before the 
over-all project is completed and which 


actually sustain depreciation from the 


dividual retirements, consistently follows 
the practice of charging the reserve with 
the full cost or other basis of assets re- moment they are available for service. 
tired and of crediting it with all receipts In the case of group and composite 
from salvage, the practice may be con- accounts, it is inherently impractical if 
tinued so long as, in the opinion of the not impossible to commence deprecia- 
tion on a given date and to end it on 


the date individual items in the accounts 


Commissioner, it clearly reflects income. 
Conversely, where the taxpayer custom- 
arily follows a practice of reporting all are retired. The new Regulations realis- 
tically recognize this situation and pro- 
vide that in the case of group and com- 
posite accounts, depreciation may be 


receipts from salvage as ordinary taxable 
income such practice may be continued 
so long as, in the opinion of the Com- 


determined by averaging the opening 


and closing balances of the asset account 
(such averaging is referred to as an 
“averaging convention”) (1.167(a)-10(b)): 

depreciation is computed on the 
average of the beginning and ending 
balances of the asset account for the tax- 
able year. ...” 

The opening and closing balances are 
added together and the total thereof is 
divided by two. To this average is ap- 
plied the depreciation rate. The effect 
of this provision is to allow six months’ 
depreciation in the year of addition and 
six months in the year of retirement. 
Another averaging method which may 
be used treats additions in the first half 
of the year as made on the first day of 
the year and additions during the last 
half of the year as made on the last day 
of the year. As to the first half of the 
year additions, a full year’s depreciation 
would be allowable. As to the additions 
in the second half of the year, deprecia- 
tion would not commence until the first 
day of the following year. Under this 
averaging method, no _ depreciation 
would be allowable on retirements dur- 
ing the first half of the year, but a full 
year’s depreciation would be allowable 
on retirements during the last half of 
the year. It is, of course, required that 
any selected averaging method be fol- 
lowed consistently from year to year. It 
is provided, however, that if in any tax- 
able year the circumstances are such 
that an averaging method would be pro- 
ductive of a substantially distorted de- 
preciation allowance it may not be used 
(1.167(a)-10(b)): “. . . In any year in 
which an averaging convention substan- 
tially distorts the depreciation allowance 
for the taxable year, it may not be 
used.” 

Averaging is permissible not only with 
respect to group and composite accounts, 
the depreciation for which is determined 
by reference to a rate applied to gross 
cost, but also with respect to group and 
composite accounts, the depreciation for 
which is determined by reference to re- 
maining cost, as in the case of accounts 
to which the declining balance or sum- 
of-the-years-digits depreciation methods 
are applied. Examples of an averaging 
of accounts to which the declining-bal- 
ance and sum-of-the-years-digits methods 
are applied are set forth in Exhibit I. 

Because the Regulations are silent on 
the subject, it might appear that the 
averaging of opening and closing bal- 
ances is limited to group and composite 


accounts. Such is probably not the case. 
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If the averaging is permitted with re- 
spect to group and composite accounts, 
and it is, then it would appear that it 
should be available as well with respect 
to individual item accounts. A_half- 
year’s depreciation has been permitted 
in the past with respect to individual 
item accounts, and it is probable that 
this practice will continue to be_per- 
mitted. 

Chere is another situation which mer- 
its mention. In many instances, taxpay- 
ers commence depreciation on additions 
with the year following the year of addi- 
tion, and end depreciation on retire- 
ments as of the close of the year of the 
retirement. In other words, in the year 
of addition no depreciation is claimed, 
and in the year of retirement a full 
year’s depreciation is taken. This meth- 
od should be permitted where it is con- 
sistently followed. 


Depreciation methods 


With the limitations indicated later, 
any reasonable method of computing 
depreciation may be selected with re- 
spect to each depreciable property ac- 
count, whether it be an individual item, 
group, or composite account. A different 
method may be used for each account if 
it is so desired. The only requirements 
are that (1) the depreciation be taken 
over the useful life of the account; (2) 
salvage value be considered to the extent 
required; (3) the method selected be con- 
sistently applied with respect to the ac- 
count; and (4) the amount of deprecia- 
tion claimed in any taxable year be 
reasonable within the statutory limits 
hereinafter discussed. With one excep- 
tion, a depreciation method once select- 
ed with respect to an account may not 
be changed without the permission of 
the Commissioner. The exception to this 
rule is that a taxpayer who has selected 
the declining-balance method under the 
1954 I.R.C. may at any time without 
permission switch over to the straight- 
line method. 

Generally speaking, all methods of 
depreciation which were accepted as 
productive of reasonable depreciation 
allowances under the 1939 Code and 
Regulations continue to be acceptable 
not only with respect to pre-1954 acqui- 


sitions but also with respect to acquisi- 
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tions in 1954 and subsequent taxable 
years. Such methods include the straight- 
line, compound-interest and annuity, 
and, under appropriate circumstances, 
the unit-of-production methods. The de- 
clining-balance method, with a _ rate 
limited to 150% of the straight-line rate, 
was permitted under the 1939 Code and 
Regulations, but, at that time it could 
only be used when permission was first 
obtained from the Commissioner. Be- 
cause the declining-balance method with 
a rate limited to 150% of the straight- 
line rate was permitted under prior law 
and Regulations, without regard to 
whether the assets involved were brand 
new, rebuilt or second-hand, it is pos- 
sible that (with the limit of 150% of 
the straight-line rate) the method may 
be permitted with respect to additions 
of rebuilt and second-hand property ac- 
quired after 1953, even though acceler- 
ated depreciation methods under the 
1954 Code would appear restricted to 
brand new assets. It would appear ad- 
visable, however, that a taxpayer re- 
quest permission to use the method for 


rebuilt or second-hand assets. 


General rules and elections 

Under the new Regulations, the 
straight-line method is applied in the 
same manner as under the old. There- 
fore, this method is not elaborated upon 
here. The declining-balance method, 
with a rate of up to 200% of the 
straight-line rate, the sum-of-the-years- 
digits method, and the “any other con- 
sistent method” provided under the 
1954 Code are applicable only with re- 
spect to assets having a useful life of 


three or more years. Assets with a useful 
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life of less than three years may not be 
included in group or composite accounts 
to which these depreciation methods are 
applied. Moreover, these methods apply 
only with respect to additions aiter 
December 31, 1953, of new property— 
meaning property which never before 
its acquisition by the taxpayer was sub- 
ject to depreciation. However, the meth- 
ods may be used for capital expenditures 
in connection with the rebuilding or re- 
conditioning by a taxpayer of used 
property. Each of these methods accel- 
erates depreciation in the early years of 
useful life. 

These depreciation methods may be 
adopted without permission, and no for- 
mal election is required. A taxpayer 
need only compute the depreciation un- 
der the selected method for the taxable 
year in which the property may first be 
depreciated by him. However, in order 
to give time to consider the new depre- 
ciation Regulations before they decide, 
the new Regulations provide that if a 
taxpayer has filed a return for any tax- 
able year ending after December 31, 
1953, he may nevertheless at any time 
on or before September 15, 1956 elect to 
use the new methods or change any elec- 
tion he may previously have made. The 
making of an election or the changing 
of an election in this instance is accom- 
plished by the filing of an amended re- 
turn (where additional tax is involved) or 
a claim for refund (where a refund of 
tax is involved). If a return required to 
be filed on or before September 15, 1956, 
has not been filed, the taxpayer will of 
course make his elections in the return 
at the time it is filed on or before Sep- 
tember 15, 1956. 


SPECIAL POINTS FOR EACH METHOD UNDER NEW REGULATIONS 


The following description of the oper- 
ation of each of the accelerated depre- 
ciation forms permitted by the new Code 
reveals weak spots in connection with 
each. It is suggested that further atten- 
tion, and perhaps revision of the Regu- 


lations, may be in order. 


Declining balance method 


The declining balance method is 
merely the application of up to twice 
the straight line rate to the declining 
balance of the depreciable property ac- 
count, the declining balance meaning 
the gross cost or other basis of the 
property reduced by the amount of ac- 
cumulated depreciation. The rate is a 
constant rate and is determined without 


reference to salvage value. The salvage 
value factor, although properly not 
taken into account in determining the 
depreciation rate or the amount subject 
to depreciation, is taken into account 
by the limitation which provides that 
in no case shall a depreciable property 
account be depreciated to less than the 
amount of a reasonable salvage value. 
Thus many “tails” will remain constant 
until the asset account is disposed of. 

If at any point the remaining years 
of useful life of an account are deter- 
mined to be substantially more or less 
than originally estimated or as last re- 
vised, the declining balance rate should 
be adjusted accordingly. The new rate 
is the rate that would apply to a use- 
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ful life equal to the total of the number 
of years which have transpired up to the 
time of the change plus the number of 
remaining years newly determined. 


Sum-of-the-years-digits method 


Under this method the determination 
of depreciation is by reference to an 
annual fraction, the numerator of which 
is the number of remaining years of 
useful life and the denominator of which 
may be either a constant or a diminish- 
ing sum-of-the-years-digits depending up- 
on whether depreciation is determined 
by applying the rate to the gross de- 
preciable cost or to the remaining de- 
preciable cost. The Regulations require 
that under this method the cost or other 
basis must be reduced by estimated 
salvage value in determining the amount 
subject to depreciation. As indicated 
previously in this article, it would seem 
that in appropriate cases salvage value 
should be permitted to be taken into 
account by lengthening the useful life 
rather than by reducing the amount sub- 
ject to depreciation. This could in many 
instances save a considerable amount of 
work which it is believed would not pro- 
duce any more of a “reasonable” depre- 
ciation allowance. 

In the case of individual item ac- 
counts, sum-of-the-years digits deprecia- 
tion may be determined either by ap- 
plying a rate to the gross depreciable 
cost or to the remaining depreciable 
cost. The amount of depreciation is the 
same in either case. 

It is interesting to note that under 
both applications the numerator of the 
fraction is always the number of re- 
maining years of useful life. On the 
gross cost application the denominator 
remains constant at the amount of the 
sum-of-the-years-digits for the original 
years of useful life. In the case of the 
remaining cost application the denom- 
inator of the fraction for any year ex- 
cept the first is always the denominator 
of the fraction for the preceding years 
reduced by the numerator of the frac- 
tion for the same preceding year. 

Every number of years of remaining 
useful life has a sum-of-the-years-digits 
fraction equivalent, which may, of 
course, be expressed as a_ percentage. 
The Regulations set forth an elaborate 
table of remaining useful lives (Table I) 
with the sum-of-the-years-digits fraction 
equivalent expressed as a_ percentage. 
It will be noted that in this table the 
remaining useful lives are refined to the 
extent of tenths of a year. Whether such 
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a refinement is necessary in order to 
produce “reasonable” depreciation is 
open to question. However, the refine- 
ment appears necessary in view of the 
arithmetical formula which is suggested 
for use in determining remaining useful 
life with respect to group and composite 
accounts, 

In the case of group and composite 
accounts, the regulations provide that 
the sum-of-the-years digits method may 
be applied only on a remaining cost- 
remaining useful life basis (referred to 
as “remaining life plan,” in the regula- 
tions). The use of any other application 
of the method requires approval of the 
Commissioner. In connection with the 
determination of the remaining useful 
life for purposes of applying the sum- 
of-the-years-digits method, the regula- 
tions state (1.167(b)-3(b)(2)): “. . . The 
proper application of this method re- 
quires that the estimated remaining 
useful life of the account be redeter- 
mined each year. This redetermination, 
of course, may be made each year by 
analysis, i.e., by determining the re- 
maining lives for each of the com- 
ponents in the account, and averaging 
them. The estimated remaining life of 
any account, however, may also be de- 
termined arithmetically. For example, it 
may be computed by dividing the un- 
recovered cost or other basis of the ac- 
count as computed by straight line de- 
preciation, by the gross cost or other 
basis of the account, and multiplying 
the result by the average life of the 
assets in the account ¥ 

Remaining life is, of course, a ques- 
tion of many facts which cannot be ac- 
counted for in an arithmetical formula. 
Therefore, if the arithmetical formula 
is used by a taxpayer, the taxpayer 
should not assume that the formula will, 
without change of the actual average 
useful life and straight line rate, be 
productive year after year of the true 
remaining useful life. The remaining 
contents of an account must periodically 
be surveyed regardless of the deprecia- 
tion method in use. 

Whenever the facts indicate that the 
remaining useful life of an account 
based on the life as originally set or 
last revised is substantially incorrect, 
the remaining useful life should be 
changed. In making such a change where 
the sum-of-the-years-digits method is 
used, the account should be considered 


as a brand new acquisition at the time 
of the ehange. That is, at the time of 
the change the gross cost and deprecia- 


tion reserve are netted, and depreciation 
commences anew on the basis of the 
sum-of-the-years-digits fractions and/or 
percentages applicable to the newly re- 
vised remaining useful life. 


“Any other consistent method” 

This method of depreciation provided 
by the 1954 Code is a cover-all provision 
intended to permit other depreciation 
methods which produce depreciation al- 
lowances at no greater acceleration 
than is permitted under the declining 
balance method at 200% of the straight 
line rate. Specifically, the rule is that 
any other consistent method will be per- 
mitted provided that during the first 
two-thirds of the useful life of the asset 
the accumulated depreciation charges 
do not at any time exceed the accumu- 
lated depreciation that would have re- 
sulted from applying the declining bal- 
ance at 200% of the straight line rate. 

It is the personal knowledge of this 
writer that the new depreciation Regula- 
tions are the fruition of cooperation be- 
tween the Service and the taxpayer. 
Taxpayers submitted proposals, and 
these proposals received serious con- 
sideration from the Service. Informal 
conferences were held. This kind of co- 
operation must inevitably lead to a 
clearer understanding of tax law and 
the Regulations under which the law is 
administered. The revenue is a _life- 
blood of the national economy, and its 
protection and preservation depend up- 
on cooperation and understanding. The 
Service personnel who were instrumental 
in the drafting of the Regulations, and 
all those who assisted, are to be com- 
plimented. we 


Treasury’s new ruling denies 
accelerated depreciation in 
tax-free exchanges 


HERE'S A TAX TRAP that is likely to catch 
small businesses. Many new _ businesses 
are formed as proprietorships so that 
initial losses can be deducted from the 
owner's other income. Then if, as is 
hoped, they become profitable, they are 
incorporated. The Treasury is taking 
the position (see Rev. Rul. 56-256, page 
143) that the corporation which receives 
depreciable assets in a tax-free exchange 
is not the “first user” and therefore does 
not qualify to use the accelerated de- 
preciation provisions of the 1954 Code. 
Undoubtedly, this point will be liti- 
gated, but the tax advisor who wants to 
keep his clients out of controversies will 
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suggest that acquisition of major de- 
preciable items be deferred until a final 
decision on incorporation is made. Per- 
haps the equipment can be rented at the 


beginning, or eventual profitability may 
be certain enough so that there can be 
immediate incorporation under a plan 
to use losses as carryovers. w 


How to choose between depreciation methods 


in view of the final Regulations 


by PAUL T. NORTON, JR. 


The final depreciation Regulations, just issued, permit the taxpayer to elect, on or 


before September 15, 1956, any changes he may desire for depreciation methods 


taxable years ending after 12/31/53. 


The Regulations specifically state that 


taxpayer may use methods other than straight line, declining balance, or sum-of- 


ears-digits, if permission of IRS is obtained. This article, by a leading authority 


mm depreciation, discusses factors to weigh in choosing the right method, so that 


September 15 deadline can be met by taxpayers desiring to change method 


that they have the final Regulations. 


lee 1954 Cope provides a great ad- 
vance in depreciation tax practice 
through the opportunity to use different 


methods for different assets. The tax- 


payer is now permitted not only to 


change methods each year and_to_use 


is many different methods each year for _ 


various Kinds of ‘assets as he may desire, 


top management by providing informa- 
tion that is useful not only in income 
tax matters but also in matters having 
to do with cost accounting, budgeting, 
values. When either 


and balance sheet 


° —"s —_—— a 
of these two methods is used, it 1s oft€n 


possible to use the same _deprec iation 


method for both tax and financial pur- 


but he-may even use different methods poses, something that could not as 


for simnar “property acquired in the 
same year, Section 1.167(b)-(0)(c). About _ 
the only restriction along these lines is 
the requirement that the method used 
must be a_permissible method, that a 
separate account be maintained for each 
method, and that such method must be 
applied consistently thereafter to that 
particular account. Any taxpayer can 
now make any changes he desires for 
assets acquired in the current tax year, 
and in addition, it will be noted that 
the final regulations state specifically in 
1.167(c)-l(c) that on or 
1956, a taxpayer 
the privilege, through ‘an amended re- 
turn or claim for refund, of making any 


Section before 


September 15, has 


change he desires in depreciation 
methods for taxable years ending after 
December 31, 1953. 

Chis discussion will be limited almost 
entirely to the use of the declining- 
balance and sum-of-years-digits methods 
as authorized by the Internal Revenue 
Code of 1954 and the Regulations under 
same issued in June 1956. A principal 
discussion will be to 


purpose of this 


show how these two methods can assist 


easily have been done under deprecia- 


tion tax practice between 1934 and 1954. 


Space limitations will permit only 
brief discussions of the matters consid- 
ered in this article. More complete in- 
formation on the subject may be found 
in our book* Depreciation, which is a 
comprehensive study of the tax, account- 
ing and financial aspects of depreciation 
and, in the 1955 revised printing, ex- 
plains in detail the changes in depre- 
ciation tax practice contained in the In- 


ternal Revenue Code of 1954. 


Common misconceptions 


Prior to 1954, American businessmen 
had had practically no experience with 
either the declining-balance method or 
the-sum-of-years digits method for tax 
or financial purposes. It is not surpris- 
that 


many misconceptions with respect to the 


ing, therefore, there have been 


desirability of these two methods, 


especially as the way they are used in 
actual practice is quite different from 
most textbook explanations. This is 
especially the case with the declining- 


balance method. Consider, for example, 


—+— 
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the following statements by accountants 
and businessmen that have come to the 
attention of the writer and which he be- 
lieves in many cases not to be true: 

1. That the straight-line method, both 
item and group, is the simplest method 
to use from an accounting viewpoint. 
On the contrary, even the straight-line 
item method is far from simple when 
there are changes in estimated service 
lives. The straight-line group method 
is not really a simple method at all, and 
all sorts of complications develop unless 
the rate being used corresponds closely 
to the actual average realized life. 

2. That the group declining-balance 
method is a very complicated method, 
especially for “open-end” accounts where 
the account is continued indefinitely, 
with assets being added to or removed 
from the account as they are acquired 
or retired. As a matter of fact, the group 
declining-balance method, with “open- 
end” accounts is the simplest of all 
methods from an accounting viewpoint. 
In addition, this method, unlike either 
the straight-line group method or the 
sum-of-years-digits method, is so extreme- 
ly flexible that after the account reaches 
what might be called an equilibrium 
condition, the average annual deprecia- 
tion charges will adjust themselves auto- 
matically even if the current average 
life 


from 


realized turns out to be quite 


different that estimated when the 
rate was set. (This extremely desirable 
characteristic is explained in detail in 
Depreciation, particularly in Table 25C, 
and in pages 409 to 421, 426 and 427.) 

3. That the “tail” which is character- 
istic of the declining-balance method, 
because investments are never fully de- 
preciated under the method, is a very 
undesirable characteristic, which it is 
important to eliminate either by chang- 
ing to straight-line depreciation at some 
time or by maintaining separate accounts 
for each year of acquisition, so that the 
remaining undepreciated balance may be 
charged off upon retirement of the last 
asset of the group; also, that under the 
200%, declining-balance method, the re- 
maining undepreciated balance will be 
of the order of 10% to 13% of first 
*Mr. Norton is co-author with Eugene 
L. Grant of the well-known book “De- 
preciation” published by Ronald Press. 
A lecturer on depreciation and related 
problems at Stanford University and 
the University of Florida, he is con- 
sidered to be one of the keenest students 
of depreciation in the country. 
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cost. Here again, the facts are quite 
different from the ideas just described. 
It is a simple matter to prove that in 
practically all cases the remaining un- 
depreciated balance is much less than 
the 10% 13% 


fact it is generally 


to usually specified; in 


so small that it is 
not worth while to take the steps that 
would be necesarry to eliminate it. (The 
declining-balance table in the Regula- 
tions for 1954 acquisitions gives a figure 
of $164, which is only 1.4% of the 
$12,000 investment.) 

4. That the sum-of-years-digits method 
is superior to the declining balance 
method because it is simpler from an 
accounting viewpoint and also because 
it writes off an investment completely 
during the depreciable life. It is true 
that this method writes off investments 
more rapidly than is possible with any 
other method now permissible, but from 
an accounting viewpoint the method is 
not nearly as simple for group accounts 
as is the declining balance method. As 
explained in the preceding paragraph, 


most of the supposed disadvantages of 


September 1956 


the declining-balance .method are not 
really significant, and the writer believes 
that in most cases the group declining 
balance method is superior to the group 
sum of year digits method. The writer 
is convinced that the sum of year digits 
method is the best method in situations 
where it is logical to use item account- 
ing, especially where there is a large 
investment in each item. 


Rapid write-off is great advantage 


Nearly everyone agrees that the de- 


crease in “value to the owner” is more 
rapid in the early years of life. For that 
reason both the declining-balance and 
better 
than the straight-line method because 
they give book values that more nearly 


sum-of-years-digits methods are 


approach value to the owner than is the 
case with the straight-line method. The 
more rapid early write-off and lower 
book both the 
clining-balance sum-of-years-digits 
methods tend to increase the possibility 


values inherent in de- 


and 


of using the same depreciation method 
for tax and financial purposes. 





As an illustration of an advantage of 
the 


group method 


the 


declining-balance 
straight-line 
when used in cost accounting, 


over group method, 
consider 
how each of these methods tends to affect 
decisions with respect to retirements. 
With the group straight-line method, an 
asset with a first cost of $30,000 and an 
annual rate of 8%, results in a deprecia- 
tion charge against its department of 
$2,400 per year regardless of whether the 
asset is quite new or very old, but this 
charge can be eliminated completely by 
retiring the asset. This has a tendency 
to cause department heads to recom- 
mend the retirement of any asset that 
is not being used to any great extent 
even though it is very possible that the 
asset may again be badly needed in a 
short time and even though its retire- 
ment will serve no useful purpose as 
far as the company is concerned. This 
tendency toward uneconomic retirements 
is much less under the group declining- 
balance method, where retirements with 
zero salvage value have no effect what- 


ever on the annual depreciation charge. 





TABLE I: 


Asset Acct 
Balance 
Dec. 31 


Year Additions 


Combined 1954 and 1959 Acquisitions 


1953 S 0 S 0 
1954 12,000 12,000 
1955 12,000 0 
1956 12,000 0 
1957 10,000 0 $2,000 
1958 8,000 0 2,000 
1959 14,000 10,000 1,000 
1960 12,000 0 2,000 
1961 10,000 0 2,000 


1954 Acquisitions 


1953 $ 0) S 0 
1954 12,000 12,000 
1955 12,000 0 
1956 12,000 0 
1957 10,000 0 $2,000 
1958 8,000 0 2,000 
1959 4,000 0 4,000 
1960 2,000 0 2,000 
1961 0 0 2,000 


*Allowable in final year of group. 


1959 Acquisitions 


1958 $ 0 S 0 
1959 10,000 10,000 
1960 10,000 0 
196] 10,000 0 





—_— 


Retirements 


ALTERNATE METHOD FOR DEPRECIATION COMPUTATIONS USING 


DATA FROM REGULATIONS 


wae 
Realized _ Balance Balance Depre. 
Salvage Dec. 31 Dec. 31 Rate 
Ss 0 Ss 0 
2,400 9,600 40% 
6,240 5,760 40% 
8,544 3,456 40% 
$200 8,126 1,874 40% 
200 7,076 924 40% 
400 5,846 8,154 40% 
7,108 4,892 40% 
7,065 2,935 40% 
$ 0 $ 0 
2,400 9,600 40% 
6,240 5,760 40% 
8,544 3,456 40% 
$200 8,126 1,874 40% 
200 7,076 924 40% 
400 3,846 154 40% 
1,907 93 40% 
0 0 
$ 0 $ 0 
2,000 8,000 40% 
5,200 4,800 40% 
7,120 2,880 40% 


Allowable 
Depre. —_ Half-year : Total 
on Jan. 1 Depre. Allowable Allowable 
Depreciable Rate on Depre. on Depre. 
Balance Additions Additions for Year 
$ 0 20°, $2,400 $2,400 
3,840 20% 0 3,840 
2,304 20% 0 2,304 
1,382 20% 0 1,382 
750 20% 0 750 
370 20° 2,000 2,370 ' 
3,262 20% 0 3,262 
1,957 20% 0 1,957 
20% $2,400 $2,400 
3,840 20% 0 3,840 
2,504 20% 0 2,304 
1,382 20% 0 1,382 
750 20%, 0 750 
370 20% 0 370 
61 20% 0 61 
95° us" 
$ O 20% $2,000 $2,000 
3,200 20% 0 3,200 
1,920 20% 0 1,920 
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Techniques under new Regulations 
The new regulations give detailed ex- 
amples of calculations under group ac- 
counting with both the declining-bal- 
ance method and the sum-of-years-digits 
method. For the latter, it is specifically 
stated in the Regulations that taxpayers 
wishing to use other schemes for making 
the calculations may do so only with 
the consent of the Commissioner. The 
writer assumes that taxpayers may select 
alternative schemes with the declining- 
balance method and that approval will 
depend on the reasonableness of the 
annual charges under such schemes. The 
remainder of this article will be devoted 
to a brief discussion of schemes which 
the writer considers to be reasonable 
under certain circumstances for the de- 
clining-balance and sum-of-years digits 
methods and which should presumably 


»e approved by the Commissioner. 

When estimating the likelihood that 
the Commissioner will approve schemes 
such as those suggested by the writer, it 
should be remembered that the present 
stated policy of the IRS is to question 
depreciation deductions only where 
differences of opinion between the tax- 
payer and the IRS are substantial. For 
example, note the following from IR- 


Circular No. 144, May 11, 1953: 


*™) 


Among the factors which should 
be given careful consideration in order 
to give full force and effect to the an- 
nounced policy are the following: 

(a) Whether depreciation rates used 
by the taxpayer are fair and reasonable 
under the circumstances; 

(b) Whether the taxpayer has followed 
a consistent practice in arriving at the 
amount of the depreciation deductions; 

(c) Whether in considering all factors, 
including reasonable tolerances, any ad- 
justments proposed are substantial.” 

It should be remembered also that 
when the Senate eliminated the “10- 
percent leeway” rule originally in HR 
8300, the Senate Finance Committee re- 
ferred on page 28 of their report to the 
fact that “policies already announced by 
the Internal Revenue Service under 
recent rulings should afford taxpayers 
freedom from annoying minor changes.” 
\lso, in the new Regulations them- 
selves, Section 1.167(b)-(0)(a), it is stated: 
‘Generally, depreciation deductions so 
claimed will be changed only where 
there is a clear and convincing basis for 
a change.” 

It will be noted that in the declining- 
balance group example given in the new 


Regulations, it is necessary to use 17 
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TABLE II: COMPARISON WITH REGULATIONS 
Annual allowable depreciation charge 
Scheme of Scheme of 
Year regulations Table 1 Difference 
1954 $ 2,400 $ 2,400 $ 0 
1955 6,240 6,240 0 
1956 8,544 8,544 0 
7 1957 9,886 9,926 + 40 
1958 10,612 10,676 + 64 
1959 10,927 11,046 +119 
1960 11,036 11,107 + 71 
1961 11,102 11,144 + 42 
1962 11,141 11,167 + 26 
1963 11,165 11,180 + 15 
1964 8,779 8,788 + 9 
1965 4,947 4,953 el 
1966 2,648 2.652 ea 
1967 1,309 1,271 — 38 
1968 586 522 — 64 
1969 271 134 — 137 
1970 407* 250* —157 
*Allowable in final year of group. 











columns, and also that it is necessary to 
calculate the average asset account bal- 
ance and the average reserve before de- 
preciation. The writer believes that in 
most cases it would be reasonable to use 
the much simpler method shown in 
Table I (page 138), under which it is 
not necessary to calculate the average 
asset balance or the average reserve be- 
fore depreciation. It will be noted that 
in our Table I depreciation on addi- 
tions during the year is taken at half 
the annual rate, while depreciation on 
assets in service at the beginning of the 
year is taken at full rate on the book 
value of these assets at the beginning of 
the year. When retirements occur, the 
asset account is credited and the reserve 
account is debited with the first cost of 
the retired asset, and any realized salvage 
is credited to the reserve account. 

It will be noted from a comparison of 
the schemes of the Regulations and of 
Table I that both give exactly the same 
annual depreciation charges with zero 
realized salvage, because with the de- 
clining-balance method a retirement at 
zero realized salvage does not make any 
change in the annual depreciation 
charge. It will also be noted from the 
calculations for the 1954 group that the 
Table I is 


slightly greater for the years 1957, 1958 


depreciation allowance of 


and 1959, and slightly less for the years 
1960 and 1961, but these differences of 
+$40, +$24, +$55, —$48, and —$71 
could hardly be termed “substantial” 
under the policy statement of the IRS 
of May 11, 1953. 


The comparison given in the pre- 
ceding paragraph of the annual deprecia- 
tion charges for the 1954 group is not a 
good example of what occurs in the 
“open-end” group accounts where the 
declining balance method is most use- 
ful. In order to determine what might 
be expected in such accounts, the writer 
made the necessary calculations by 
means of the schemes of the regulations 
and of Table I, using the data of the 
regulations for the 1954 group, »ut with 
this group being the first of 10 similar 
groups acquired year by year during 
the years 1954 to 1963, inclusive. The 
annual allowable depreciation for this 
entire group is as follows for the two 
schemes in Table II. 

The writer believes that for most 
“open-end” group declining balance ac- 
counts the Commissioner should be will- 
ing to approve the scheme shown in 
Table I, and there can be no doubt that 
this is a much simpler scheme than the 
one shown in the Regulations. It will 
be noted that the smaller the average 
realized salvage the closer will be the 
results with the two schemes. With zero 
realized salvage, the two schemes give 
exactly the same results. 


Change in estimated useful life 


The regulations give a method, Sec- 
tion 1.167(b)-2(c), for 
new declining balance rate when there 


determining a 


is a change in the estimated useful life. 
The writer suggests that a simpler and 
better way to handle this change in 
rate is merely to change the existing rate 











140 ¢ The Journal of Taxation 


to the rate corresponding to the newly 
established estimated useful life, without 
regard to the age of the account or the 
life of the 


the account at the time of the change in 


remaining useful assets in 


rate. As a matter of fact, the scheme of 
the Regulations could hardly be used for 
“open-end” group accounts where the 
age of the account was more than the 
estimated average life, while the scheme 
suggested by the writer has the double 
advantage of being simpler and ap- 
plicable to any sort of declining bal- 
ance account. As noted earlier in this 
article, one of the greatest advantages of 
the “open-end” group declining balance 
fact that 
nual depreciation charges tend to follow 
life 


when the depreciation rate itself is not 


method results from the an- 


changes in realized average even 


changed at all. 


Sum-of-years-digits method 


As indicated earlier in this article, the 


writer does not consider the sum-ol- 


years-digits method to be a very good 
method for group accounts, and he cer- 


tainly does not consider the scheme for 


such accounts shown in the Regulations 
to be satisfactory; this scheme seems too 
complicated for use in the average com- 


pany. The writer is convinced that the 


only satisfactory way to group assets 


under the sum-of-years-digits method is 
to open a new account for each year's 
acquisitions. If this is done, the writer 
suggests that the following scheme might 
well be approved by the Commissionet 


in many situations as one of the “othe 


plans” mentioned in the regulations: 


In the year of acquisition, a complete 
schedule of annual charges is made fo1 
the entire estimated .average life of the 


group, taking into consideration any 


estimated total salvage for the group. 


Each year the depreciation charge is that 


shown on the schedule, and the entire 


group is fully depreciated at the end of 
the estimated average life. Except for 
the usual entries when assets are retired 
during the life of the group, the group 
is handled as though it were a single 
asset, and no write-off to expense is per- 
mitted upon the retirement of any asset 
the last asset in the 


exc ept group. 


Changes in estimated life, or in esti- 


mated salvage values can easily be 
handled as provided in the regulations 
for single asset accounts. 

It is difficult 


shown in the table of the Regulations 


to compare the results 


with those using the scheme just sug- 


gested by the writer, but it is interesting 


September 1956 


to note that the total depreciation 
allowed in the table in the Regulations 
for the years 1954 to 1961, inclusive, is 
$18,163, while the total depreciation 
allowed for these same years under the 
writer’s scheme is only $17,734, or $429 
less. The amounts are the same for the 
first 4 years, while the writer’s scheme 
gives $152 more for 1958, $55 more for 
1959, $576 1970, and $60 
for 1971. 


less for less 


Summary 

It is dangerous to make sweeping 
statements with respect to the relative 
desirability of the newly permissible de- 
preciation methods, but the writer be- 
lieves that the declining-balance method 
and the sum-of-yéars-digits method are 
both very desirable in certain situations. 
However, as has been explained in this 
article, the characteristics of these two 
methods and their relative advantages 
do not seem to be well understood by 


the average accountant or business- 


man. 


Allen Bra:iiey will be 
reviewed by Supreme Court 
[HE SUPREME Court has granted certio- 
rari in Allen Bradley Co., the most re- 
cent case in which the Court of Claims 
held (April 3, 1956) 


sioner cannot 


that the Commis- 
limit amortization of de- 
fense facilities to a percentage of cost. 


In several cases, the Court of Claims 


held that the statute provided for rapid 
amortization of 100% of the cost and 
that restricting certifications to less than 
full cost is invalid. 


Are lenders’ collections 
principal before interest? 


THERE has been a lot of comment on 
the O’Dell case (page 142) which per- 
mitted a cash-basis lender to consider 
his collections as being first principal 
and then interest. Businessmen usually 
regard as illogical and unfair any rule 
of tax accounting which makes them pay 
a tax on “income” before they recover 
back their cost. There is a certain prac- 
tical common-sense appeal to this rea- 
the 
business where defaults are notoriously 


soning, especially for small-loan 
high. So tax men are wondering if the 
O’Dell case gives them the authority to 
satisfy both the taxpayer and the IRS. 
Note that the Tax Court approved 
the taxpayer’s method here as clearly 
reflecting income and noted that he had 
used this method since he began busi- 
ness in 1946 (the year in controversy 
was 1949). It will be interesting to see 
whether this case marks the beginning 
of a new trend. Until the Commissioner 
accepts it and the Tax Court makes 
similar rulings, it may merely represent 
a possibility for taxpayers who are will- 
ing to face litigation to achieve a tax- 
that won't 


accounting system require 


paying taxes on a theoretical income. 


IRS rulin g may kill tax-wise investor’s 


double deduction in callable bond deals 


I LOOKS AS though the Treasury is try- 
ing to close the door on one of the 
most popular of the recent tax tricks: 
callable bond. As 
1954, we 


deal which was then very popular in the 


the long ago as 


November commented on this 
financial community. 

The proposed Regulations on Section 
171 say that in some of these deals the 
amortization of the premium must be 
made over the period to maturity, not 
the call effect, kills the 


date. This, in 


double deduction. 
The way the deal works 

Here’s how the deal was described in 
a bulletin which was issued at that time 





by one of the big accounting firms: 
The buyer of a ten-year $1,000 bond, 
purchased for $1,100, can deduct $10 of 
the premium yearly from income. But if 
the bond is callable before maturity, the 
premium can be written off pro rata to 
the call 


callable at 


earliest date. Thus, on bonds 


which are any time on 30 


days’ notice, the full premium can be 
from income al- 


most at once. While the cost of the bond 


taken as a deduction 
to the buyer is thus reduced by $100, its 
market value is still $1,100; if the bond 
is sold after six months the original pur- 
chaser has a $100 capital gain. As was 
pointed out in the bulletin, “the maxi- 
mum tax on the capital gain is 25% 
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whereas the deduction of the premium 
can save up to 91% or a tax saving equal 
to 66% of the premium.” 

Che bulletin further points out that 
the taxwise buyer can, by the use of 
these purchases, and by borrowing and 
making use of charitable deductions, not 
only save come out 


money, but even 


money ahead. The example is cited 
thus: if our buyer purchases $100,000 of 
30-day callable bonds for $110,000, put- 
ting up $15,000 equity and borrowing 
his bank, he has in 30 


days a tax deduction of $10,000 for the 


the rest from 
premium which he has paid. If he then 
gives the bonds, i.e., his $15,000 equity 
in them, to charity, he is then entitled 
to a charity deduction of $15,000. Thus 
he has a total of $25,000 in deductions. 
If he is in the 80% 


deductions will reduce his tax by $20,- 


tax bracket, these 


000, even though all he himself has put 
$15,000, 
with $5,000 more than when he began. 


up was and he thereby ends 


Congressional action 


Congress eliminated this windfall on 

bonds (1) issued after January 22, 1951, 

’) callable within three years from is- 
and (3) 

22, 1954. But the above-noted fancy foot 


suance, bought after January 
work applies on bonds issued before 
January 22, 1951 or bought before Jan- 
uary 22, 1954. 
The bulletin noted two warnings, 
however, in the possible drop in the 
market for the bonds, or the possibility 
of the bonds actually being paid off at 


the call price. 


The new Regulations 

The Treasury takes the position that 
the amortization of the premium must 
be made over the period remaining to 
maturity if (1) the bonds are callable 
within a short period (2) the only eco- 
nomic benefit possible is a tax advan- 
tage and (3) the bonds are bought as 
part of a plan to sell or give them away 
later. 

We have heard some comment ques- 
tioning the validity of this new IRS posi- 
tion on two grounds, one legal and the 
other eminently practical. The legal 
argument is that Congress specifically 
legislated against such amortization on 
1951, 
callable within three years and bought 


bonds issued after January 22, 


after January 22, 1954. This implies that 
it is proper with other bonds. The prac- 
tical argument is that the deal was more 
than a mere paper-work tax-dodge — 
there was real risk of loss on a decline 


in the market for the very few issues 
available. That feared decline actually 
occurred and some adventurous taxpay- 


“ 
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ers were burned! 


Government will not request 
eertiorari on dealer reserves 


LAST MONTH WE QUOTED extensively 


from the Fourth Circuit opinion in the 
Blaine Johnson case allowing a trailer 
from income the 


dealer to exclude 





Jury finds chicken hatchery is a farm; 
cash basis proper. The Commissioner 
contended that since taxpayers did not 
own or lease farmlands they could not 
be considered farmers entitled to use the 
cash method despite substantial inven- 
tories. The Commissioner argued that 
chicken hatcheries were not farms. The 
court charged that if the activities 
amounted to poultry raising it was farm- 
ing. The jury decides for taxpayers, who 
are permitted to use cash-basis account- 
ing. Dodd, DC Ga., 4/18/56. 


Loophole closing retroactive to com- 
mittee statement date is not unconstitu- 
October 20, 1951, 


117(0), taxing as ordinary income gains 


tional. On Section 
on sales of depreciable property between 
an individual and a controlled corpora- 
tion, was added to the 1939 Code, effec- 
May 3, 
Means 


tive as to transfers made after 
1951, the date the Ways and 
Committee announced its tentative de- 
cision concerning the new section. Tax- 
payers sold a building to their corpora- 
tion on September 17, 1951. They now 
assert that the retroactive provision of 
is unconstitutional. The court 
that 


the law 
finds the retroactivity is not so 
arbitrary and capricious as to amount 
to a denial of due Gillmore, 


DC Ohio, 6/8/56. 


proc ess. 


Capital gain on real estate; was held for 
investment. The taxpayers had acquired 
various parcels of real estate with the 
their gasoline-sta- 


view of expanding 


tion business. In view of their limited 
activity in selling seven parcels during 
the taxable year, the court finds they 
were not dealers in real estate and are 
entitled to capital gain treatment. La- 
montia, TCM 1956-149. 


Subdivider found to be dealer in real 


~ New accounting decisions this month 
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amounts withheld as reserves by the fi- 
nance companies on the installment re- 
ceivables he discounted with them. We 
pointed out that the opinion opens re- 
fund possibilities for taxpayers and 
showed how to arrange business of this 
kind so as to avoid paying tax on money 
the dealer didn’t have. 

This case has now acquired additional 
The 
nounced that it will not request certior- 


significance. Government has an- 
ari; it may now serve as a precedent 
for future rulings. 


estate. As soon as taxpayer purchased a 
1930, he 


into lots and obtained approval for a 


40-acre tract in resubdivided 
new plat. Beginning in 1946, he made 
extensive improvements to make the 
lots more attractive to purchasers. Ac- 
cordingly, the court finds that the lots 
1949-1951 


the ordinary 


were held in for sale to cus- 


tomers in course of busi- 
ness and that gains realized thereon were 


ordinary income. Hall, TCM 1956-135. 


Liquidating sales of real property yield 
capital gains. The court charged the 
jury that in determining whether the 
lots sold by taxpayer were capital assets 
or property held primarily for sale in 
business, sales frequency is important 
but does not preclude liquidation; the 
sales efforts of taxpayer, the purpose of 
the acquisition of the property, and the 
must be 


regular business of taxpayer 


considered. The jury finds the lots to 
be capital assets. White, DC Tex., 6/22/ 


56. 


Taxpayer wasn’t in real-estate business. 
The court finds that taxpayer realized 
capital gain on the sale of the land in 
question. Taxpayer purchased the land 
primarily as a home site for himself and 
certain friends. When at least one friend 
backed out of the deal, taxpayer was 
obliged to sell off some of the land. This 
activity did not put him in the real-es- 
tate business. Boone, DC Miss., 5/15/56. 
Collections on contingent contract dis- 
tributed in liquidation are capital. In 
liquidation of a corporation, taxpayers 
received an interest in a contract under 
which the liquidated corporation was 
entitled to a 10%, interest in the profits 
of another company for a period of 
years. At value 


liquidation, no was 


assigned to the contract. The Commis- 





142 e 


The Journal of Taxation 


sioner contended that the amounts 
thereafter collected by the taxpayers on 
the contract were taxable as ordinary 
income. The court holds that the value 
of the contract was not ascertainable at 
liquidation. It follows that all subse- 
quent collections were capital gains. 
Jones, DC Wash., 4/20/56. 


Joint venture has ordinary income on 


surplus war assets. Taxpayer was a 
member of a syndicate formed to pur- 
chase wire from the War Assets Corpo- 
ration. During each of the taxable years, 
the joint venture made several hundred 
separate sales of wire. The court holds 
that the wire did not constitute a capital 
asset; since it was held for sale to cus- 
tomers, the gain realized upon the sales 
is ordinary income. Simonsen Industries, 


Inc. 26 TC No. 61. 


Defaulted interest accrued after pur- 
chase is ordinary income when collected. 
Taxpayer purchased for $20,000 some 
$103,000 face value of bonds upon which 
$30,000 of interest was in default. After 
the purchase and before redemption of 
the bonds, additional interest of $50,000 
accrued. The bonds were redeemed at 
par plus accrued interest, 1e., $183,000. 
Of this amount, the $50,000 interest 
accruing after purchase constitutes or- 
dinary income. Tobey, 26 TC No.76. 


Capital gain on sale of trade name 
though price was percentage of sales. 
When taxpayer organized a corporation 
to manufacture and sell swim suits, it 
was her understanding that she was to 
contribute her trade name and inven- 
tions and the other stockholder was to 
contribute cash. In settlement of a dis- 
pute arising under this agreement, tax- 
payer agreed to accept 1% of sales for 
her name and patents. The court finds 
that the second agreement was a sale 
of the trade name and patents. Pay- 
ments were not compensation for tax- 
payer’s services. The patents and her 
trade name are capital assets, and the 
transfer of the right to use them in the 
U. S. constitutes a sale. Reid, 26 TC No. 


A 


46. 


Capital gain on sale of patents to con- 
trolled 
ferred his 


corporation. ‘Taxpayer trans- 


entire interest in various 


patents to several corporations which he 
controlled. The Tax Court finds that 
these were bona fide sales to the extent 
the consideration was a reasonable pay- 
ment. these 


Consequently, amounts 
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were taxable as capital gain. However, 
the rate of payment for one patent is 
found to be excessive; the excess was 
really a dividend, taxable at ordinary 
income, instead of capital gains rates. 
[Since 1951, capital gains have not been 
permitted on the sales of depreciable 
property to controlled corporations. Ed.| 
Champayne, 26 TC No. 79. 


Gain on patent sale capital though pay- 
ment based on production. The Tax 
Court refuses to follow the IRS position 
that royalties based on production repre- 
sent ordinary income. Since the taxpayer 
had sold his entire interest, he was en- 
titled to long-term capital gain treat- 
ment. Thus the Tax Court follows 
Meyers, 6 TC 258, in which the Com- 
missioner has non-acquiesced. Finkle 
Estate, TCM, 1956-148. 


Capital gain on sale of a patent to a 
controlled corporation. Taxpayers, co- 


owners of a patent, formed a corpora- 


tion, in which outsiders had a substan- 
tial minority interest, to exploit the 
patent. A transfer in 1949 to the corpo- 
ration of all right, tithe and interest in 
the patent is held by the court to be 
an arm’s-length sale. Accordingly, the 
amounts received by the co-owners were 
capital gain as proceeds of a sale, not 
ordinary income as royalty. Graham, 26 
TC No. 90. 


Jury finds cotton dealer held bales as 
investment; gain is capital. The charge 
to the jury stated that a dealer may 
segregate assets in an investment ac- 
count. Important questions for the jury 
to answer were: Did the taxpayer ac- 
quire these assets from the same sources 
as his stock in trade? Did he sell them 
to the same customers? Were the alleged 
investment purchases made as part of his 
normal business transactions? The jury 
finds that the cotton bales in question 
were Bondurant, DC 


capital assets. 


Tenn., 5/3/56. 


ACCOUNTING METHODS 


Cash-basis small lender doesn’t have in- 
come till loan recovered. In its small- 
loan business, taxpayer added his fee to 
the amount loaned in determining the 
amount of the note. Payments were 
credited first against principal until tax- 
payer recovered the amount loaned; ad- 
ditional payments were taken up as in- 
come. The court approves this account- 
ing method as against the Commission- 
er’s contention that a pro rata portion 
of each payment constituted income. 
The court holds that taxpayer’s method 
clearly reflected his income and was in 
accord with the form of note which 
provided that payments applied first to 
principal. Taxpayer used this method 
since 1946. [See discussion, page 140. Ed.] 
O’Dell, 26 TC No. 74. 


Refunds utility-rate 
change accrue when change accepted. 
Taxpayer, a public utility, during the 
November 15, 1949 
November 14, 1950, collected from its 
customers under bond over $2,000,000, 
which 


resulting from 


»eriod through 
} 8 


difference be- 
tween rates in effect prior to November 
15, 1949 and rates fixed by a 1949 city 
ordinance. These amounts it included 


represented the 


in gross income. The utility appealed 
the 1949 ordinance 
Public Utilities 
settle the controversy, the city adopted 


before the State 
Commission and, to 


in 1950 a new schedule of rates for the 


period in controversy. The new schedule, 
dividing the $2,000,000 about equally 
between the customers and the taxpayer, 
was accepted by the utility and approved 
by the voters in 1950. The Public Utili- 
1950, its 
order to make refunds in that year, 


ties Commission entered, in 


but the refunds were actually made in 
1951. The court holds that the amount 
refunded to the customers was de- 
ductible and accruable in 1950 when all 
the events occurred to fix the company’s 
liability. The PUC action, the court 
says, was a formality because it could 
not independentl> change rates; it could 
only act on a complaint. Columbus and 
Southern Ohio Electric Co., 26 TC No. 
89. 


Gambling income found substantially 


accurate. [Acquiescence| The govern- 
ment contended that taxpayers, opera- 
tors of a gambling casino, did not cor- 
rectly set forth the “hits” or amounts 
paid out to winning bettors. The basic 
records consisted of daily summary 
sheets of bookmaking activity prepared 
by a salaried employee from carbon 
copies of the individual bet tickets which 
tickets were later destroyed, and a part- 
ner’s daily summary sheets of all gam- 
bling activities. These records were found 
sufficiently reliable and accurate and the 
Commissioner’s redetermination of the 


bookmaking income on the basis of esti- 
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mated percentages was not sustained. 
Unclaimed winnings was held to be addi- 
tional income to the cash basis taxpay- 
ers. Nemmo, 24 TC No. 67, acq., IRB 


1956-27. 


“Job lot” and “round lot” future con- 
tracts of same commodi:y are separate 


assets. [Acquiescence| On 


4 


August Il, 
1949 taxpayer purchased on the Chicago 
Board of Trade 50,000 bushels of May 
soybeans in job lot quantities, and on 
the same day sold short 50,000 bushels 
in round lot quantities. He closed out 
the short position in round lots during 
the months of November 1949 through 
February 1950, but held his long posi- 
tion in job lots over six months, closing 
it out by sale in April 1950. Taxpayer 
reported a long-term capital gain on his 
job lot transactions. A divided court up- 
held the taxpayer. Noting that the trans- 
actions occurred prior to the effective 
date of Secticn 117(l) of the 1939 Code 
relating to short sales of substantially 
identical property, the court indicated 
that contracts in round lots and job lots 
of the same commodity were clearly 
identifiable as separate and distinct capi- 
tal assets. Maloney, 25 TC No. 141, acq., 
IRB 1950-27. 


ast-plus fee accrues when determinable; 
progress payments when received. By 
the end of 1949, taxpayer, an electrical 
contractor on the accrual basis, had been 
at work under a construction contract 
for approximately 214 years. At that 
time, the work was more than 952 
pleted. The 


> com- 


contract called for re- 
imbursement in full for the actual costs 
plus a base fee of 714% of a “cost esti- 
mate” to be adjusted at the completion 
of the job in the form of a penalty or 
a bonus. Payments of 95° actual costs, 
and a portion of the 714% base fee, 
were made to taxpayer as the work 
progressed, and the actual collections 
were included in income. The withheld 
amounts and the bonus were received 
by taxpayer in 1950. The Commissioner 
required that the payment be accrued 
in 1949, because the base fee and bonus 
adjustment for work completed could 
be reasonably ascertained from available 
data at the end of 1949. The Tax Court 
grees. Dingle-Clark Co., 26 TC No. 98. 
Effective date of vacation-pay rules 
again deferred. The application of Rev. 
Rul. 54-608, setting up rules for accrual 
of vacation pay, has been further ex- 
tended. The rules will not be applicable 


with respect to taxable years ending 
prior to January 1, 1957. Rev. Rul. 56- 
315. 


DEPRECIATION 


End-use test for dolomite depletion in- 
vulid. The Code allows 10% depletion 
for dolomite and 5% for limestone and 
calcium carbonate. The Commissioner 
took the position that the three are 
chemically indistinguishable and_ that 
end use determines which amount is 
allowable. The court finds that Con- 
gress used the word in its ordinary 


meaning and that legislative history 
showed that a specific provision (as for 
dolomite) should supersede a general 
(as for rock, calcium carbonate or lime- 
stone). [The 1954 Code provides for an 
end-use test in determining whether 
dolomite is depleted at 5 to 15%, Ed.] 


Virginian Limestone, 26 TC No. 68. 


Tax court upheld on depreciation; it 
can reject uncontradicted testimony. 
Taxpayer increased the rate of deprecia- 
tion on its machines in excess profits tax 
years. The Commissioner introduced no 
evidence at the Tax Court trial. Tax- 
payer’s witness supported taxpayer’s 
position only in part and indicated the 
existence of records which were not pro- 
affirms the Tax 
Court’s holding in favor of the Commis- 


duced. The court 


sioner; the Tax Court may reject un- 
reliable expert testimony and is not 
bound to accept it merely because it is 
uncontradicted. Automatic 
Sales Corp., CA-4, 6/5/56. 


Cigarette 


No accelerated depreciation to trans- 
feree in tax-free exchange. Taxpayer 
transferred property, which had been 
1954, to a 
corporation in a tax-free exchange. The 


constructed in controlled 
corporation is a separate tax entity and 
thus not the original user of the prop- 
erty. The IRS holds it cannot use the 
accelerated-depreciation methods _ pro- 
vided for in the 1954 Code [See discus- 
sion page 136. Ed.] Rev. Rul. 56-256. 


Can amortize leasehold improvements 
over original lease; renewal unlikely. 
Taxpayer leased property for five years 
and had the right to renew for three 
successive five-year periods. Nearby, an 
H-bomb plant, which was being con- 
structed, employed many transient work- 
ers. Taxpayer erected on the property a 
drive-in theater and 
$50,000 in 


expended over 


leasehold improvements. 
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After the H-bomb plant was completed, 


taxpayer’s business volume dropped 
drastically, and three of its competitors 
were forced to close. The court finds 
there was a reasonable probability that 
taxpayer would elect to terminate alter 
the original five-year lease period. For 
that reason, amortization over this five- 
year period was proper. Aiken Drive-In 
Theatre, TCM 1956-136. 


DEDUCTIBILITY 


Periodic payments were interest despite 
controversy over nature of transaction. 
Taxpayer contended he borrowed $12,- 
500 at an interest charge of $100 a week 
to buy stock. He paid $6,600 in weekly 
payments and the full $12,500. The lend- 
er sued for part of the stock on the 
ground that he was co-owner, and tax- 
payer paid another $7,500 to settle. The 
Tax Court allowed deduction of the 
$6,600, because the Commissioner did 
not refute taxpayer's testimony. The 
$7,500, it held, was cost of stock and was 
incurred to perfect title. This court af- 
firms. Berger, CA-2, 6/29/56. 


Farmers can deduct mutual-ditch assess- 
ments though used by company for 
capital items. Taxpayer-farmers receive 
their water from certain non-profit mu- 
tual-ditch companies. They claimed as 
business-expense deductions the assess- 
ments paid to these companies. The 
Commissioner contended that in view 
of the use to which these payments were 
put, e.g., retirement of bonds and pur- 
chase of capital items, they must be 
treated as capital. The court admits: that 
ownership by the ditch company is in 
effect ownership by the farmers, but it 
denies that expenditures for equipment 
create capital. The value is found in 
the water, and all that the equipment 
does is facilitate its use. Moreover, the 
farmers couldn’t get water unless they 
paid the full assessment. Akin, DC Colo., 
5/8/56. 


No demolition loss; intent at time of 
demolition was to improve adjacent 
building. Taxpayer was a member of a 
partnership which purchased 214 lots of 
land with a building on one lot. Four 
years later, the building was demolished 
to make way for a parking lot to accom- 
pany a new building constructed on the 
remainder of the property. The jury 
finds that the partnership had no in- 
tention of demolishing the building at 
the time of purchase. Nevertheless, the 
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court holds, taxpayer may not deduct 
as a loss his share of the undepreciated 
basis of the building. It is the intention 
at the time of demolition, not solely 
at the time of purchase, which controls. 
Here the parking lot was an integral 
part of the new structure, though the 
latter was not built on exactly the same 
land occupied by the demolished build- 
ing. Thus, the transaction is not closed, 
since the building was not demolished 
and the land used without further im- 
provement. The basis of the old prop- 
erty must be 


Va., 4/13/56. 


capitalized. Biscow, DC 


can’t de- 
duct fines. Taxpayer and the proprietors 


Gambling-machine operator 
of stores in which taxpayer’s gambling 


machines were operated divided the 
proceeds evenly. However, fines imposed 
by the city authorities were deducted 
from each proprietor’s share and paid 
over by taxpayer to the police court. 
The Commissioner included the amounts 
withheld from the stores and paid over 
as fines in taxpayer’s income, though 
taxpaye! claimed that it acted as a 
conduit, paying the fines as agent for 
the proprietors on whom the fines were 
The 


Court’s holding that the amounts with- 


imposed. court affirms the Tax 


held were part of taxpayer's income. The 


court was not obliged to accept the 
police records as a correct statement of 
the legal position of the parties. Tax- 
payer not only owned the machines but 
also operated the business, and was 
equally liable for the fines. Further, the 
fines are not deductible as business ex- 
allowance would violate 


penses; their 


public policy. Automatic Cigarette Sales 


Corp., CA-4, 6/5/56. 


No deduction for taxpayer’s too-low pay. 
A lonely 


tax law failed this taxpayer. He organ- 


protest against the income 
ized a union called the Lonely American 
Workmen’s Society, of which he was the 
only member. He then attempted to de- 
duct $3,000 union dues which he paid to 
the Society by transferring it to another 


billfold. 


his contention 


The court also disagrees with 
that he had incurred a 
$93,000 deductible loss on labor; he had 
$5,000 in 
but believed his 


received wages for the year 


time and effort were 
worth $98,000. Naturally, taxpayer ap- 


peared pro se. Bostick, TCM 1956-147. 


Abandonment loss allowed though prop- 
erty later acquired by relative of share- 
holders. Having unsuccessfully tried to 
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sell certain land, taxpayer decided to 
abandon it. The county thereupon took 
over the property and subsequently as- 
signed its rights to an individual who 
was the son of one of the taxpayer’s 
shareholders and the brother of another. 
The 


claimed abandonment loss in the year 


Commissioner disallowed the 
the county took the property. He con- 
tended that no loss was sustained until 
a later year when the right of redemp- 
tion expired. He then disallowed the 
later loss, arguing that this was an in- 
related taxpayers, 
losses on which were not deductible. The 
court allows the loss in the year first 


direct sale between 


claimed. Taxpayer actually abandoned 


the property in that year. The right to 
redeem was valueless. This was not an 


indirect sale, since there was no pre- 


individual to ac- 
quire the property. Enid Ice and Fuel 
Co., DC Okla., 4/18/56. 


arrangement for the 


Can’t deduct interest in year of de- 
ferred payment; it accrued earlier. Tax- 
payer corporation issued income bonds 
under a trust indenture calling for semi- 
annual interest payable only after final 
payment of principal and interest on 
certain other bonds ten years later. Tax- 
payer accrued and deducted the interest 
annually during the ten-year period; 
all the interest was paid subsequently. 
Taxpayer, who now sues to deduct the 
interest in the years paid, stipulates that 
any refund should be reduced by the tax 
benefit resulting from the previous de- 
holds that the de- 
ductions were properly taken in the 


ductions. The court 


years of accrual, because the liability to 
pay became absolute in those years, the 
actual payment alone being deferred. 
Natco Corp., DC Pa., 5/9/56. 


Mortgagor may deduct or capitalize in- 
surance premiums during construction. 
\s mortgagor on a construction loan, 
taxpayer was required to pay mortgage 
The premiums 
paid during the period of construction 


insurance premiums. 
constitute a business expense which may 
be deducted by the taxpayer or capital- 
ized as a carrying charge at this election. 
Rev. Rul. 56-264. 


Stockholder must capitalize his legal 
expense in derivative action. Taxpayer 
incurred legal expense in a stockholder’s 
derivative action against directors of 
a corporation. These fees must be treat- 
ed as part of the cost of the stock. The 


action benefited the corporation and 


other stockholders, and the fees were 
really an expense of the corporation. In 
paying them, taxpayer made a contribu- 


tion to capital. Steckel, 26 TC No. 75. 


Disbarred attorney cannot deduct legal 
fees incurred in defense. Taxpayer, an 
attorney, convicted of suborna- 
tion of perjury and was disbarred. The 


legal fees paid in defending against both 


was 


the conviction and disbarment were not 
allowable as deductions. The court dis- 
tinguishes Heininger, 320 U.S. 467; it 
points out that the court there allowed 
the cost of defense against an action to 
deprive a business of use of the mails 
but never have costs of a criminal pro- 
ceeding been allowed if the taxpayer is 
convicted. The disbarment is so closely 
related to the that the de- 


disallowed. 


conviction 
fense expense must be 


Joseph, 26 TC No. 69. 


Refund of state taxes due to renegotia- 
tion not income in years renegotiated. 
l'axpayer deducted state income taxes 
on its federal returns for fiscal years 
1942 and 1944. Subsequently, because of 
renegotiation of its profits, it received 
a refund of state taxes for those years. 
It never reported these refunds as in- 
come. The Commissioner included these 
refunds in taxpayer’s income for 1942 
1944. In a 


and conclusion of 
that the 


and fact 


law, the court holds 


brief statement of 
Commissioner’s treatment is 
erroneous. (The question of the tax- 
ability of such refunds in some other 
year was not considered.) Grede Foun- 
dries, Inc., DC Wisc., 6/13/56. 


BAD DEBTS 


Jury finds stockholders’ advances were 


contributions to capital, not debts. On 
the facts, the jury finds that advances 
made by taxpayer to a corporation in 
which he was a stockholder represented 
contributions to than 


capital rather 


loans. Accordingly, the losses were 
capital losses and not business bad debts. 


Kasner, DC N.Y., 4/27/56. 


Reorganized bank cannot use another 
bank’s experience for determining bad- 
debt reserve formula. The Commissioner 
authorized banks to use a bd-debt re- 
serve if they based their formulas on a 
20-year moving average. Taxpayer used 
its own experience for 1943 through 
1946. In 1947, used 
the experience of another bank as more 


new management 


properly reflecting its more liberal credit 
policy. Use of a substituted average, the 
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Commissioner contended here, is al- 
lowed only to newly organized banks. 
Che court sustains the Tax Court hold- 
ing that the Commissioner’s action was 
not arbitrary or unreasonable. First Nat. 


Bank—Feria, CA-5, 6/28/56. 


Was in business of lending money; bad 
debt is ordinary loss. The court finds as 
a fact that taxpayer was engaged in 
various businesses, including the busi- 
ness of lending money, during the 
period in which she made loans of about 
$69,000 to two individuals connected 
with a radio station. During the same 
period, she guaranteed bank loans to 
them of about $50,000. The court re- 
views these and other substantial loans 
made by her in these years. From 1944 
to 1951 she made 21 loans totaling 
$228,000. Accordingly, when she com- 
promised the particular indebtedness, 
her loss was incurred in the course of 
her trade or business. Cushman, DC 


Ariz., 6/5/56. 


Uncollectible judgment on sale of house 
is nonbusiness bad debt. Taxpayers sold 


their house at a gain. In the litigation 


that followed the purchaser’s default on 
the contract, the house was sold for less 
than the contract price and taxpayers 
obtained a judgment for the difference. 
When this was determined to be un- 
collectible, they claimed a nonbusiness 
bad-debt deduction. The Commissioner 
contended that they had a nondeduct- 
ible capital loss on the entire trans- 
action. The court holds that the judg- 
ment represents the unpaid balance of 
the purchase price. Hence, the loss is a 
bad debt. Kyle, DC Va., 6/7/56. 


No bad-debt loss; debtor is solvent. 
l'axpayer made advances to a controlled 
corporation for the purchase of sup- 
plies, etc. In 1949, he claimed a loss 
on the worthlessness of the debt. The 
court disallows the loss because the 
corporation’s income tax return showed 
that it was still there 
was no proof of worthlessness in 1949. 
Rope, TCM 1956-140. 


solvent and 


Bank must use own 20-year experience 
for bad-debt reserve. Under an IRS 
ruling, banks are required to compute 
their reserve for bad debts on the basis 
of a 20-year moving average of loss 
experience. If a bank does not have 
twenty years of its own experience it 
may use general bank averages. But tax- 
payer, which was in existence for over 


twenty years, cannot substitute general 
averages for its own experience during a 
portion of this period despite the fact 
that it had made a radical change in 
its loan policy. Union National Bank of 
Elgin, 26 TC No. 65. 


Loss not allowed on loan to “sham” 
corporation. CA-6 affirms the Tax Court 
holding that taxpayer sustained no loss 
on liquidation of a family corporation 
to which he had made loans. The Tax 
Court found that the corporation was a 
fiction created solely for tax purposes 
and that the sale of corporate property 
to a family member was a 
Oliphint, CA-5, 6/15/56. 


sham. 


Reasonable cause will extend time to 
replace involuntarily converted prop- 
erty. Regulations provide a one-year 
period in which to file an application 
for the extension of time in which to 
replace involuntarily converted prop- 
erty. But the IRS will accept a delin- 
quent application if reasonable cause is 
shown. Rev. Rul. 56-300. 


WHAT IS INCOME? 


Landlord has income on forfeiture of 
tenant’s security deposit. In 1946, tax- 
payer, as lessor, entered into a lease 
which was to terminate in 1982 and 
under which the tenant was required 
to deposit $250,000 as a security. In 
1950, taxpayer and tenant terminated 
the lease, and taxpayer was permitted 
to retain $185,000 of this security de- 
posit. Taxpayer contended that its in- 
come in 1950 was only an amount equal 
to the present value of its obligation to 
repay $185,000 in 1982. This argument 
was based on the theory that it always 
had the right to the money until 1982 
and that this is the forgiveness of a debt 
not yet due. The court holds that a duty 
to repay the security deposit arose when 
the landlord-tenant relationship was 
terminated, that it was a current obliga- 
tion, and that the full amount of $185,- 
000 released from this obligation is cur- 
rent income. Bradford Hotel Operating 
Co., 26 TC No. 54. 


Automobile won in drawing not tax- 
able; it’s a gift. Taxpayer attended an 
exhibition of home appliances, paid an 
admission charge, and deposited his 
ticket stub in a container. His stub was 
later drawn, entitling him to an auto- 
mobile as a prize. The Commissioner in- 
cluded the value of the prize in tax- 
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payer’s income. The court holds the 
automobile to be a gift, distinguishing 
cases in which taxpayers participated in 
a contest, rendered services, or paid 
some consideration to participate in the 
drawing. Taxpayer had no intention of 
passing any consideration in order to be 
allowed to take part in the drawing. 
{1954 Code Section 74 makes the value 
of such prizes taxable. Ed.] Lawton, DC 
Va., 6/13/56. 


Transaction is a purchase; no gain 
realized. A brother purchased stock in 
1948 from his sister who is taxpayer in 
this case. The brother gave his note to 
her in 1948 for the purchase price. In 
1949, to satisfy the note he sold her his 
interest in a farm. The Tax Court held 
that these were two separate trans- 
actions. The gain derived by the sister 
when she exchanged her stock for the 
note was the difference between her 
adjusted basis for the stock and the 
amount realized upon the exchange 
(fair market value of brother’s note) . 
That gain escaped tax; the year was 
barred by the statute of limitations. On 
her satisfaction of the note for an in- 
terest in the farm, the Tax Court held 
she realized gain in the amount of the 
difference between the value of the farm 
interest and the fair market value of 
the note including interest. This court 
reverses; the 1949 transaction was not 
an exchange but a purchase of land. No 
gain is realized on a purchase. Knop, 
CA-8, 6/25/56. 


Excess of FHA refund over premiums 
paid is taxable. On prepayment of an 
FHA mortgage, mortgagor of nonbusi- 
ness property must include in gross in- 
come only that part of FHA refunds re- 
ceived which exceeds the premiums he 
paid on his FHA mortgage insurance. 
If the premiums were deducted as a 
business expense, the entire refund is 
includible. Rev. Rul. 56-302. 


No income to brokers on insurance com- 
missions turned over for public use by 
law. The Service holds that brokers do 
not receive income when they receive 
commissions on policies on public build- 
ings which by law they are required to 
turn over to a trust for public purposes. 
Rev. Rul. 56-152. 


Milk dealer’s 
though illegal, reduce its taxable in- 
come. In violating the seldom-enforced 
Pennsylvania Milk Control Law, tax- 


rebates to customers, 








146 *¢ The Journal of Taxation 


payer sold milk below the legal rate. It 
kept its records of sales and accounts 
receivable at legal prices, and the cus- 
tomers paid those bills. Monthly it de- 
termined the amount due each customer 
under its agreements and issued a check 
to an intermediary. The intermediary 
wrote individual checks to the customers, 
and the dealer recorded the monthly 
total as an advertising expense. The 
Commissioner disallowed the expense as 
against public policy. The court, how- 
ever, finds that collections of the legal 
price above the agreed price were not 
income at all and therefore cannot be 
taxed. It thus avoids the public-policy 
question. Pittsburgh Milk Co., 26 TC 
No. 87. 


WHAT IS BASIS? 
Inventory write-down was proper; basis 


of stock therefor adjusted. 
Although it was engaged in cattle rais- 


acquired 


ing and meat packing, taxpayer corpora- 
tion purchased 19 tankers in 1945 be- 
cause it hoped to resell them immediate- 
ly. As inventory, it wrote them down to 
market value in 1946 at $100,000. Upon 
later the 
value to $110,000 and paid tax. It trans- 


examination, it increased 
ferred the tankers to four new corpora- 
tions for their stock so that the basis of 
the stock 
Then taxpayer sold the stock of three of 
at book 
original 


was the basis of the tankers. 
the corporations to the fourth, 
the 


inventory value, not the revised higher 


value. This was, however, 
value agreed upon with the IRS. The 
court now holds that this increase gave 
taxpayer a higher basis for the stock of 
the new corporations, and that taxpayer 
sustained a loss on the sale of such stock. 
Land & Cattle Co., DC 


Tovrea Ariz., 


5/10/56. 
WHOSE INCOME IS IT? 


Sales of borrowed securities were for 
lender. Taxpayer was a retired senior 
partner in a brokerage firm which was 
required by the Exchange to increase its 
capital. He entered into an agreement 
with a customer whereby her securities 
were transferred from her accéunt to 
taxpayer’s capital account. This trans- 
action was referred to as a loan and was 
secured by a mortgage on taxpayer's 
home. As provided in the agreement, the 
securities were actively traded, always 
with the specific consent of the cus- 
tomer who reported the gains and losses 


in her return. The Commissioner treated 
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them as short sales by the taxpayer. The 
Tax Court finds that they were sales by 
the customer, not the taxpayer. Tobey, 
26 TC No. 76. 


No tax on partners who relinquish right 
to contested income [Acquiescence] A 
minority stockholder claimed that tax- 
payers, the majority stockholders, were 
improperly operating a partnership in 
competition with the corporation. In a 
settlement agreement, the partnership 
relinquished its claim to income. The in- 
come was received and given up in the 
same year. The court holds the income 
was not taxable to the partners and was 
properly included in the income of the 
corporation. Attorney’s fees in effecting 
the settlement were deductible by the 
corporation as ordinary and _ necessary 
expenses. Bishop, 25 TC No. 110, acq., 
IRB 1956-27. 


OPERATING LOSS 


War loss attributable to a business is 
a net operating loss. [Acquiescence] Tax- 
national resident 
1942 for 
rental properties and a jewelry business 
he owned in Hungary. The court held 
he could carry forward the war loss as a 


payer, a Hungarian 


alien, claimed a war loss in 


net operating loss attributable to a trade 
or business previously engaged in. How- 
ever, a war loss for unsold jewelry kept 
in a bank vault and office safe with in- 
structions that they not be sold or dis- 
posed of until his return was not closely 
connected with his former business. That 
loss was not a business operating loss 
Schwarcz, 24 TC No. 82, acq. IRB 1956- 
15. 


Net operating loss and unused excess- 
profits credit for year of liquidation 
allowed as carrybacks. During the first 
part of its taxable year taxpayer-corpora- 
tion had substantial expenses and little 
income. It liquidated before realizing 
its normal income, showing a large loss 
for the short taxable year. The court 
holds the clear language of the Code 
permits this loss and the resulting un- 
used excess-profits credit to be carried 
back, despite the fact that a profit or a 
reduced loss would have resulted had the 
taxpayer remained in existence. Dia- 
mond A Cattle Co., CA-10, 5/17/56. 


Can correct carryover from closed loss 
year. Taxpayer incurred a net operating 
loss in 1950. In computing the carry- 
over to 1955, the IRS holds that it can 


make adjustment for the excessive de- 
preciation claimed in 1950 even though 
that year is barred for the purpose of 
assessing a deficiency. Rev. Rul. 56-285. 


CPA not in mining business; can’t 
carry back oil lease loss. Taxpayer, a 
CPA, was induced by his client to invest 
$57,000 in mineral leases. He sold his 
accounting practice and went down to 
Mississippi to supervise the drilling op- 
erations. He thereupon discovered that 
the leases were worthless and that he 
was the victim of a confidence man. The 
court holds that taxpayer was not in the 
trade or business of operating mineral 
properties and that the loss of $57,000 
incurred by him could not be carried 
over as a net operating loss. Rothbart, 
26 TC No. 83. 


Interest on income tax deficiencies not 
operating loss. Although taxpayer's en- 
tire income was from business, the in- 
terest paid on income tax deficiencies is 
not considered to be a business expense 
for purposes of computing the net op- 
erating loss deduction. The court notes 
that this question had not arisen before. 
It finds that income tax is a personal 
expense of the taxpayer and that interest 
paid on deficiencies, although deduct- 
ible, is also a personal expense. Maxcy, 
26 TC No. 63. 


WHEN IS IT INCOME 


Gain constructively realized when sales 
proceeds were applied to debit. Attor- 
neys who had in 1941 represented tax- 
payer in a derivative action against the 
directors of a corporation obtained in 
1948 a 
their fees. In 1945, taxpayer had sold his 


judgment against taxpayer for 


stock, and a payment was due in 1949. 
These proceeds were paid by the buyer 
directly to the clerk of the court to serve 
as security in lieu of a bond for the 
judgment while being appealed. The 
court holds that the gain on the sale 
was realized by the taxpayer in 1949 
upon the payment into the court; this 
payment was for taxpayer’s benefit and 
would be used to satisfy his debt if the 
judgment were upheld or returned to 
him if not. Steckel, 26 TC No. 75. 





BINDERS for The Journal of Taxation 
are available; each binder holds two 
volumes (12 copies). Price: $3 each, 
plus shipping. Specify whether binder 
is wanted for Vols. 1 & 2 or 3 & 4. Order 
from The Journal of Taxation, 147 East 
50 Street, New York 22. 
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Recent cases change points thought well- 


settled; organization and dividend planning 


AS WE siFT the net effect of court de- 
cisions and Revenue Rulings of 
recent months, we see a rather surpris- 
ing number which upset points generally 
thought to be well settled. The emerg- 
ing pattern suggests that the courts are 
tending to tighten up on form v. sub- 
stance; so much so, in fact, that we are 
concerned lest really necessary business 
transactions suffer. 

We have just given these recent de- 
cisions a good going over, and made 
the following notes we think might be 
of use to tax men. 


Distributions out of mortgage proceeds 

Quite often an investor will take 
title to a piece of real property in the 
name of a wholly-owned corporation, 
have the corporation place a mortgage 
on it, and then distribute the proceeds 
in partial redemption of the stock. It 
was believed well settled that, if the 
corporation had no earnings and profits 
at the time of the distribution, there 
would be no dividend to the recipient. 
Che recent publicity given profits made 
in construction financed with FHA loans 
has caused the Commissioner to take 
another look at this situation. 

He lost his first case in this field, that 
of George M. Gross, 23 TC 756, which is 
now on appeal. He is still litigating the 
matter though, as is evident in three 
recent cases; Thomas Wilson, 25 TC No. 
120, W. H. Weaver, 25 TC No. 121, and 
Edward Pool, TCM 1956-164. He lost 
all three cases on the basic issue: whether 
the amount distributed was taxable as 
an ordinary dividend. In the Wilson and 
Weaver cases, the Commissioner raised, 
by amended answer, the collapsible 
corporation issue. But, he failed to prove 
that more than 70% of the gain was 
attributable to the property constructed. 
The evidence in each case tended to 


show that the excess of the loan proceeds 
over cost was the result of a number 
of factors. 

In the Weaver case, the principal 
stockholder and the architect had an 
arrangement under which most of the 
architect's fee, to be paid in stock, would 
be given to the stockholder. In the year 
this was done, the taxpayer did not 
report the value of the stock so re- 
ceived as income. The year before the 
court was that in which he disposed of 
the stock, and the Commissioner urged 
that it should be ascribed a basis of zero. 
This attempt to ignore the statute of 
limitations met with short shrift. 

In the Pool case, the distribution took 
the form of certain of the buildings 
which had been constructed. The Com- 
missioner took the position that the 
stockholders were in receipt of a divi- 
dend measured by the excess of fair 
market value of these properties over 
their cost to the corporation. The court 
held, however, that the amount of the 
dividend could not exceed the earnings 
and profits of the corporation, which 
could not be increased by the unrealized 
profit on these properties. This repre- 
sented somewhat of a hollow victory for 
the stockholders, because the court 
found that their activity, in later years, 
of disposing of these properties, was such 
as to make the profit ordinary, rather 
than capital gain. 


Taxable liquidation of subsidiary 
Section 112(b)(6) of the 1939 Code, 
now Section 332 of the 1954 Code, was 
enacted primarily as a relief measure. 
It provides that if certain qualifications 
are met there will be no gain or loss on 
dissolution of a subsidiary. The prin- 
cipal requirements are that at least 80% 
of the subsidiary’s stock be held by the 
parent, that a plan be adopted and 


carried through within three years, and 
that there be no change in the stock- 
holdings after adoption of the plan. 

Where taxation of a gain is to be 
avoided, the taxpayer will make every 
effort to comply with the statute. Where 
there is a deductible loss, or a higher 
basis to be obtained, the taxpayer will 
not want the statute to be applied. We 
have recommended in this situation that 
the parent, prior to taking any steps to 
dissolve, cut its holdings down to under 
80%. In recent months, two cases have 
been decided in which the method 
adopted was to sell stock after the 
adoption of the plan but before liquida- 
tion. In Avco Mfg. Corp., 25 TC No. 
111, the Tax Court found for the tax- 
payer. In Granite Trust Co., v. United 
States, decided December 30, 1955, how- 
ever, the District Court for Massachu- 
setts found for the Government. Only 
the Supreme Court or Congress can 
make the final decision. In the mean- 
time, we would still recommend cutting 
the percentage of ownership down to less 
than 80% as the safest method. 

The decision on another issue in the 
Avco case appears to constitute a definite 
extension of the “net effect” rule. The 
taxpayer issued its stock for assets of 
another corporation. After holding them 
three days, the taxpayer transferred them 
to a subsidiary. The court held that 
this action, although not part of the 
plan of reorganization, was “a con- 
templated possibility,” and hence would 
be considered part of it. As a result, 
the subsidiary did not get the trans- 
feror’s basis for the assets involved, the 
continuity of interest being broken by 
the transfer. 

it is true that three days is not a 
particularly long period of time to hold 
assets, but until this case is overruled 
we must advise our clients that anything 
that happens within three days after a 
reorganization will be considered a part 
of it. As to whether four days is a safe 
waiting period, we cannot say with cer- 
tainty! 


Tax-saving scheme works—so far 
While we are on the subject of parent 
and subsidiary, we might take a look at 
the case of Kraft Foods Co. v. Comm’r, 
decided by the Court of Appeals for 
the Second Circuit on April 2, 1956. So 
long as the consolidated returns section 
was in the law, the subsidiary’s income 
was consolidated with that of the parent, 
which was sustaining losses each year. 
When that section was repealed in 1934, 
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$30,000,000 
dividend, payable to its parent, and de- 


the subsidiary declared a 


livered 6% debentures in that amount. 


Payment of the 6% interest reduced the 
income of the subsidiary and absorbed 
the losses of the parent. The Commis- 
sioner attacked this as a sham and a 
pure tax-saving device, but the court 
Until 
Supreme Court reverses this decision, it 


sustained it. and unless the 
would appear to be an excellent way of 
getting the benefit of consolidated re- 
turns without the 2% penalty. 


When not to use a subsidiary 

Ever since the enactment of Section 
15(c) of the 1939 Code, 
1551 of the 1954 Code, tax men have 
cautioned 


now Section 


against transferring assets, 
other than cash, to a newly-formed sub- 
sidiary. If the principal purpose is tax 
savings, the surtax exemption will be 
lost. In Coastal Oil Storage Co., 25 TC 
No. 156, the transfer took place prior 
to enactment of the law, but the sec- 
tion was held applicable anyway. 

The parent corporation owned oil 
storage tanks, which it transferred to a 
newly-formed subsidiary. The subsidiary 
rented the tanks for civilian purposes, 
whereas the parent was engaged exclu- 
sively in Government work. The presi- 
dent of the testified that the 
purpose of the transfer was to separate 


parent 


the two types of business so that civilian 
considered in 
renegotiation. The following language 


profits would not be 
is significant: “Nor did his testimony 
establish that substantially the same 
protection could not have been obtained 
by Coastal Terminals, Inc., without the 
creation of another corporation, by keep- 
ing entirely records for the 
two classes of customers.” 


sepa rate 


Many taxpayers have felt that a de- 
sire to keep one type of business sep- 
arate from another is ample proof of 
a business purpose for another corpora- 
tion. The 


not be impressed with such an argument. 


Tax Court, obviously, will 


To justify another corporation, we must 
have more than accounting convenience. 


A disturbing thin capitalization decision 


In the normal thin capitalization 


Situation, the notes or debentures are 
issued in the same proportion as the 
stock. This considerably facilitates the 
decision by the Tax Court that the 
notes were intended as additional capital 
rather than as loans. Many tax writers 
feel that if the loans are not in the 


same proportions as the stockholdings, 
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the thin capitalization rule should not 
apply, since earnings will not be dis- 
tributed in proportion to equity owner- 
ship, when the interest and principal 
on the notes are paid. 

In The Colony, Inc., 26 TC No. 3, 
three stockholders, owning 79% of the 
stock, lent the corporation $22,800, and 
two stockholders, owning 20%, lent it 
$35,000. The court denied the corpora- 
tion a deduction for interest, holding 
the amounts paid as such to be divi- 
dends. There does not appear to be any 
real justification for the court going 
this far. Many lenders to corporations 
will demand some of the stock so that 
they can keep abreast of the corporate 
affairs. A decision such as this goes far 
beyond reasonable bounds in attempt- 
ing to prevent tax avoidance. 


Dividend treatment sustained 
The 


rampage to stop apparent tax avoidance. 


Tax Court seems to be on a 
Two recent cases demonstrate this trend. 
In David A. Ferro, TCM 1956-94, the 
taxpayer, as part of a plan to get a 
bankruptcy, had 
agreed with the principal stockholder of 


corporation out of 


the bankrupt corporation that each of 
them owned one-half of the stock, even 
though it all stood in the name of the 
taxpayer. When he was threatened with 
suit, he transferred a portion of his 
stock to the other party, which the cor- 
poration then redeemed. Since he was, 
in effect, only the nominee for one-half 
of the stock during the period involved, 
this would appear to be a _ perfectly 
proper method of evidencing the trans- 
action. The court held, however, that 
the amount paid in redemption amount- 
ed to a dividend to him. 

It is not as though the agreement that 
the taxpayer held one-half of the stock 
for the benefit of the other party had 
been in any way concealed, or was with- 
out consideration. The agreement was 
in writing, and at no point did the court 
say it was a sham. It is to be hoped that 
the decision will be reversed, since, if 
it is allowed to every normal 
transaction of this type will be open to 


stand, 


question. 

In Ruth T. Lensfield, TCM 1956-257, a 
partnership of a father and three un- 
married sons was 1919 to 
manufacture paper boxes. The father 
had three children, two daughters and 
a son, who were not made partners. 
When one of the sons died, his wife 
deposited all of her available cash with 
the partnership, for which she received 


formed | in 


$100 or more a month. To the extent 
that the payment to her equaled interest 
at 7% on her investment, the partner- 
ship claimed a deduction. The balance 
was charged to the capital accounts of 
the partners. Later the partnership was 
incorporated. Whenever one of the sons 
of the founder 
similarly treated, the excess over in- 


died, his widow was 
terest being charged to surplus. 

At no time did the business deduct 
more than the interest on the amount 
of the investment of the widow. With 
the passage of time, all of the original 
male members died, leaving the major 
portion of the stock in the hands of the 
widows and children. Except for the in- 
terest factors, the widows did not report 
income. 

The court found that the excess over 
the interest constituted dividends. On 
the face of it, these amounts would ap- 


the amounts received as 


pear to be gifts from the stockholders, 
on the general theory that a gift by a 
corporation is a gift by its stockholders. 
of the 
stock, this presented a hard case to the 


Since the donees owned 65% 


court. Hard cases make bad law. 


Latest on insolvency reorganizations 


Two recent cases cast light on some 
interesting problems in insolvency re- 
organizations, which should be of more 
than passing interest. In 5410 Ridge- 
wood Court Bldg. Corp., decided by the 
District Court of Illinois in February, 
the owners of an apartment building 
transferred it to a bondholder’s com- 
mittee in 1932, which operated it until 
1934, when the taxpayer corporation 
was formed. The court held that the 
basis for gain or loss on sale should 
be the acquisition cost in 1932, rather 
1934. The 
court does not reveal what the figures 


than fair market value in 


involved are, but it is well known that 
1934 values were at rock bottom. Many 
corporations are presently depreciating 
property acquired through a reorganiza- 
tion during the depression on a lower 
basis than they are entitled to. The 
circumstances of acquisition should be 
looked into. If acquired from a bond- 
holders committee, the cost to that com- 
mittee, than date of 
acquisition by the corporation, should 


rather value on 
be used. 

In Goldstein Brothers Inc. v. Comm’r 
decided by the Seventh Circuit Court of 
Appeals on April 11, 1956, the taxpayer 
was not so lucky. A corporation went 
into bankruptcy. The taxpayer corpora- 
tion, formed by the same owners, bought 
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its assets at the sale. It was denied the 
use of the predecessor corporation’s basis 
because there was no plan of reorganiza- 
tion approved by the court, as required 
by Section 112(b)(10) of the 1939 Code, 
now Section 371(a)(1) of the 1954 Code. 
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The decision would appear to be cor- 
rect, since it follows the plain language 
of the statute. Moral: if you wish a 
carryover of a bankrupt’s basis, be sure 
you comply with all of the requirements 
of Section 371. Ww 


Important points for practitioners 


in corporate tax rulings on review 


With this issue we commence a new and regular service. Each month the editors 


review the major current rulings of IRS under Subchapter C. This analysis is 


presented in recognition of the valuable and conscientious effort of Internal Rev- 


enue in construing the many difficult questions constantly arising in this area. Our 


principal objective is not to restate the terms of the rulings, which are summarized 


each month in the New Decisions section below, but rather to select those of 


nusual interest and to note the aspects of import for planning. 


[oo OFTEN tax planners, in analyzing a 
reorganization problem, become in- 
volved in some of the more complex and 
intriguing questions and tend to over- 
look the elementary requirements. Rev. 
Rul. 56-330 (see page 150) will serve to 
remind us that if a reorganization is to 
be accomplished under Section 368, it 
is still essential to maintain the con- 
tinuity of the business enterprise. Here 
three corporations and _ several indi- 
viduals transferred assets to a newly 
formed life insurance company. in a 
proportionate exchange for stock, part 
of which was distributed to the share- 
holders of the three corporations. There- 
after, the three corporations dissolved. 
Internal Revenue observed that for over 
thirty years the Regulations had required 
for a tax-free reorganization continuity 
of the business enterprise, and this was 
still a basic concept under Section 368. 
Since there was no continuity of any 
business enterprise in which the trans- 
feror corporation may have engaged, 
Sections 368 and 354 were inapplicable, 
and the shareholders of the dissolved 
corporations realized capital gain or loss 
from the exchange of stock. 

It was recognized in Rev. Rul. 56-330 
that the original transfer of assets by 
the individuals and by the corporations 
was a tax-free exchange under Section 
351 (like old Section 112(b)(5)). If the 
parties had stopped there without dis- 
solving the old corporations and with- 
out having distributed the new stock to 
the old shareholders, there, of course, 
would have been none of the reorganiza- 


tion problems incident to a reorganiza- 
tion. This points up the fact that fre- 
quently it is desirable and simpler to 
form a subsidiary corporation and _ re- 
tain the stock in the parent, with no 
distribution to the old shareholders 
under Section 354 and normally none of 
the reorganization hazards of Sec. 368. 

Rev. Rul. 56-330 should be read in 
light of the Becher case cited in the rul- 
ing where it seems the Commissioner 
successfully sustained the opposite posi- 
tion. Both the 
Seventh Circuit Court of Appeals there 


Tax Court and the 


held that identity of business before 
and after was not required. 


No spin-off of real estate 

Rev. Rut. 57-266 (IRB 1956-25, 15, June 
18, 1956) directs our attention to the 
now well known but not too pleasant 
position of Internal Revenue that a 
corporation cannot successfully spin-off 
real estate used in its own business. Tax 
men were previously warned of this 
construction of Section 355 in the Com- 
missioner’s Regulations (Section 1.355- 
1(c)) where the point is repeatedly and 
graphically illustrated by various ex- 
amples. (See also recent comment by 
Lester M. Ponder (5 JTAX 69).) Thus, it 
was ruled that while a bakery business 
and a creamery products business can 
be spun-off tax-free under Section 355, 
if the real estate used in the operations 
is also transferred to a new corporation 
whose stock is issued to the old share- 
holders, the latter may end up with divi- 
dends treatment under Section 301. 


Thus an abortive spin-off may be costly 
taxwise. 


No spin-off if no separate business 

HERE AGAIN an attempted spin-off was 
defeated by the strict application by 
IRS of the provisions of Section 355. 
Prior to the enactment of Section 112(b) 
(11), Treasury had frowned on spin-offs, 
but frequently approved “‘split-ups.” The 
new Code rules had limited the corpo- 
rate spin-off; the Treasury Regulation 
had further restricted its application 
and now it is evident the rulings may 
tend to make a spin-off a rara avis. Rev. 
Rul. 56-287 (IRB 1956-26, 60, June 25, 
1956) should be studied in its entirety, 
and the tax planner will leave it with 
the dim view that IRS will continue to 
insist upon and press its point that for 
a successful spin-off, the spun-off corpo- 
ration must carry on a truly separate 
and distinct business of the original 
corporation. This difficult hurdle is also 
illustrated by Example (11) of Regula- 
tions, Section 1.355-1(c), where Treasury 
declines to approve the spin-off of the 
sales activities of a corporation on the 
ground the “manufacturing and selling 
operations constitute only one integrated 
business.” Note that this exact situation 
had been approved prior to the 1954 
Code. 


No ordinary income on Section 306 stock 


Most TAX PLANNERS avoid Section 306 
stock, or “tainted preferred stock” as 
they would a typhoid carrier. There is 
developing a growing awareness that if 
precautions are taken a few rays of 
sunshine may penetrate the gloom that 
surrounds this type of stock transaction. 
The latest bit of cheer is found in 
Rev. Rul. 56-116 (IRB 1956-13, 6, 
March 26, 1956), and in Rev. Rul. 56- 
223 (IRB 1956-21, 8, May 21, 1956). 
These are recommended reading for all 
those who despair of new issues of pre- 
ferred stock created by stock dividends 
or reorganizations. In essence, IRS holds 
in the former, a merger ruling, where 
good business reasons existed for the 
distribution of the preferred, that the 
[‘‘pure motive”] exception of Section 
306(b)(4) prevents ordinary income treat- 
ment to a subsequent disposition. A pre- 
requisite of this conclusion was the 
absence of any intent to redeem the 
preferred stock except as required by 
certain sinking fund provisions. If the 
disposition is not in anticipation of a 
redemption, the disposition is excepted 
from the ordinary income treatment 
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under the escape provisions of Section 
306(b)(4). So also in Rev. Rul. 56-223, 
IRS was satisfied that sales of Section 
306 preferred stock issued in a recapital- 
ization, made pursuant to prior agree- 
ment with retiring employees, were not 
accomplished for tax avoidance purposes, 
and hence the selling shareholders were 
entitled to capital gains treatment. Here 
then are two rulings which may afford 
some comfort to those who have to solve 
situations of compelling business neces- 
sities. ¥ 


695,000 businesses started 
or purchased in 1955 

THE MAGNITUDE of the tax problem 
arising from the organization of new 
businesses and the transfer of a going 
business from old to new owners is re- 
vealed by figures released by the De- 
partment of Commerce. The Depart- 
ment reports that 374,000 new businesses 
were started in 1955, and 321,000 were 
purchased or otherwise acquired. During 
this period 311,000 businesses discon- 
tinued operations. 

If all these organizations, reorganiza- 
tions and transfers were done properly, 
that represents a lot of tax advice 
needed! 
Supposed loophole not so 
wide, after all 
ONE OF THE tax letters recently pointed 
out a supposed loophole in the 1954 


Code _ in with taking out 
corporate earnings at capital gains rates. 


connection 


We think the loophole isn’t a very good 
idea, and we thought we ought to draw 
attention to the 
payer involved. 
Under the 1954 Code if a corporation 
transfers part of its assets to a newly 


hazards for the tax- 





Preferred stock redemption is a divi- 
dend. A prospective buyer of a corpora- 
tion offered to purchase the common if 
the preferred had been redeemed. All 
the preferred and some of the common 
were held by a wholly unrelated corpo- 
ration which threatened to exercise its 
rights to buy common at par if the pre- 
ferred were redeemed. This would have 
greatly diluted the equity of other com- 
mon holders. The buyer thereupon 
bought both preferred and common, and 
the corporation redeemed the preferred. 
Without analysis, the Service holds the 
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formed subsidiary and then dissolves, 
the liquid assets may, under a favorable 
interpretation, be received by the 
stockholders at capital gains rates. The 
proponents of this plan fail to point 
out that the stock of the new company 
will also be distributed and taxed at 
capital gains rates. All we have done is 
dissolve a company and forced the share- 
holders to pay a tax on the difference 
between the value of its assets and the 
cost of its stock. The same can be 
handled much more safely by dissolving 
the corporation, operating the business 
for a reasonable period of time as a 
partnership, and then reincorporating 
with the business assets. The difference 
between a loophole and a booby trap is 
sometimes lost sight of by tax planners. 


Is bond discount subject 
to 244 month rule? 


WHEN WE came across the article by 
Robert T. A. Molloy on “The Ambigu- 
Nature of the Various Costs of 
Borrowing Capital” in the Tax Law 
Review (May, 1956) we hoped to find 
comment on a question of considerable 
importance. He discusses the cases in- 
volved, and reaches the conclusion that 
discount on bonds is deductible as a 
loss rather than as interest or expense. 


ous 


But he does not go into one very in- 
teresting aspect of the problem: whether 
bond discount, payable to a majority 
stockholder, can be disallowed under 
Section 24(c) of the 1939 Code because 
it was not paid within two and one-half 
months after the close of the year. While 
Mr. Molloy didn’t get into just this 
point, we believe his analysis will sup- 
port the view we take that Section 24(c) 
is not applicable, because bond discount 
is neither expense nor interest. w 


distribution equivalent to a dividend. 
Rev. Rul. 56-265. 


Excessive purchase price paid to con- 
trolling stockholders is part dividend, 
part capital gain. [Acquiescence] Tax- 
payers were partners in an offset print- 
ing business and sole stockholders of a 
The 
corporation purchased the partnership 
and paid $100,000 above the asset value 
for goodwill and other intangibles. The 
Tax Court held gain on the sale was 
properly reported by the partners as 


letterpress printing corporation. 


capital gain. The Commissioner claimed 
the partnership had no goodwill, and 
the $100,000 payment was nothing more 
than a disguised dividend. The court 
held that the partnership did transfer 
goodwill of substantial value but not 
in excess of $45,000. The balance of 
$55,000 was properly taxable as a divi- 
dend. [Section 1239 of the 1954 Code 
prevents sale to controlled corporations 
at capital gains rates. Ed.] LeVine, 24 
TC 147, acq. IRB 1956-23. 


FHA windfall distribution not taxable 
as a dividend under 1939 Code. Tax- 
payers who operated a partnership as 
building contractors formed three cor- 
porations to carry out building projects. 
At a time when none of the corpora- 
tions had either current or accumulated 
profits, the taxpayers caused the corpo- 
rations to retire a portion of their stock. 
The the distributions 
funds from FHA-guaranteed mortgage 
loans which exceeded the cost of con- 
structing the projects. The court holds 
the payments constituted capital distri- 
butions in reduction of the basis of tax- 
payers’ stock. [1954 Code Section 312(}) 
classifies such distributions as dividends. 
Ed.| Estate of Myers, TCM 1956-151. 


source of was 


Creation of new subsidiary is tax-free 
but liquidation of parent is not. Three 
corporations, a partnership and an in- 
dividual plan to create a new company. 
it for its 
the trans- 
ferors will remain in control. However, 
the liquidation of the three companies 
(whose sole assets will be stock of the 
new company) will be taxable. The 
transaction is not a reorganization be- 


The transfer of property to 
stock will be tax-free because 


cause there is no continuity of the busi- 
ness carried on by the old corporations. 
Rev. Rul. 56-330. [See also p. 149.] 


Expenses allocated between corporation 
and partnership under common control. 
[Acquiescence| The Tax Court had pre- 
viously found that a partnership com- 
posed in large part of the stockholders 
of taxpayer corporation should be ig- 
nored for tax purposes. The court of 
appeals reversed and sent the case back 
for the Tax Court to determine alter- 
nate arguments of the Commissioner— 
that income and expenses should be al- 
located under Section 45. Because the 
issue was raised on amended answer, the 
Commissioner had the burden of proof 
that the taxpayer-corporation and the 
partnership were under common con- 
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trol as contemplated by Section 45. He 
met it; the families owning 80% and 
20% of the corporation owned 80% and 
20% of the partnership. Having estab- 
lished the applicability of Section 45, 
the Tax Court examined the adjust- 
ments of purchase costs, overhead, etc. 
proposed by the Commissioner and ap- 
proved some and modified others. 
Friedlander Corp., 25 TC No. 12, acq., 
19 IRB 1956-27. 


Receipt of short-term notes makes trans- 
fer to controlled corporation taxable. 
\ department-store corporation trans- 
ferred vacant land, purchased for an 
unconstructed branch, to a newly-formed 
subsidiary to develop and sell. It re- 
ceived stock of the subsidiary and short- 
term notes maturing in less than four 
years. The IRS holds that these notes 
are not “securities” permitted to be re- 
ceived tax-free. Gain is to be recognized 
in an amount not in excess of the fair 
market value of the short-term notes. 
Rev. Rul. 56-303. 


Spinoff not tax-free; old corporation had 
only one business. A corporation which 
had been operating a bus service trans- 
ferred the buses to a new corporation 
which was to engage in the business of 
renting buses. Distribution of stock in 
the new corporation was not a tax-free 
spinoff. The corporation had been en- 
gaged in a single business; it had not 
carried on separate businesses for the 
required five years. Rev. Rul. 56-287. 


Real estate not separate business; can’t 
be spun off. A corporation was en- 
gaged in the operation of a chain of 
grocery stores and in the manufacture 
and distribution of bakery and creamery 
products. It owned the real estate on 
which some of the stores were situated. 
[he corporation can organize separate 
corporations for the bakery and cream- 
ery products and spin-off the stock of 
these corporations tax-free to its share- 
holders. However, the operation of the 
real estate does not constitute a sep- 
arate trade or business, and the real 
estate cannot be similarly spun-off tax- 
free under the provisions of Section 
355. Rev. Rul. 56-266. 


Partners transfer business to new cor- 
poration and simultaneously sell it pat- 
ent; sale and depreciation on stepped-up 
basis upheld. Taxpayer corporation was 
created to take over business of manu- 
facturing television tuners invented by 
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THe Repusiic oF Harti has three 
methods of levying taxes that should 
be balm to those U. S. taxpayers who 
feel that our tax system is too un- 
predictable. They are: 

- 1. Method of Similar Tax Indebt- 
edness. This section permits the Min- 
ister to determine the income where 
there is a bookkeeping lack by refer- 
ence to invested capital and the ex- 
perience of similar companies. 

2. Method of Net Assets Increase. 
This is similar to our net worth basis. 

3. Method of Outward Appear- 
ances. “When the method of net 
assets increase is inapplicable, the 
estimate of the tax assessment can be 
based by the Administration Generale 
des Contributions in the case of 
physical or juridical persons, on ap- 





TAXATION BY OUTWARD APPEARANCES 


pearances or signs which indicate a 
greater prosperity than that which is 
attested by the declared income or 
profit.” 

This last seems something of an 
anachronism in the modern world, 
but it is akin in principle to the ideas 
underlying the ‘assessed taxes” which 
preceded the income tax in England. 
In the 18th century, in the absence 
of assessments on income, a man’s 
wealth was judged by his possessions, 
and direct taxes were imposed on 
such things as windows, plate, horses, 
dogs, carriages, servants, traveling by 
road and so on. This was the first 
application of the principle of “abil- 
ity to pay,” which was enthusiastically 
supported by contemporary writers. 
.. + Canadian Tax Journal. 





its owner. Simultaneously it purchased 
his patents and patent applications for 
a price based on future production and 
payable in installments. The Commis- 
sioner argued that the whole transaction 
was tax-motivated; that the sale of 
patents was a fiction; that in reality the 
patents were contributed to capital; and 
that taxpayer’s basis for depreciation of 
the patents was not the substantial pur- 
chase price but the inventor's basis. The 
court says there was good business pur- 
pose for the incorporation and that if 
taxpayer wanted to sell his patents to 
his corporation he was free to choose 
that method. [This transaction occurred 
in 1950; in 1951 the Code barred capital 
gain on sales between related taxpayers. 
Ed.| Sarkes Tarzian, Inc., DC Ind., 
5/3/56. 

Parent’s advance to cover inventory de- 
preciation a capital contribution. ‘Tax- 
payer was a subsidiary of a Swiss corpo- 
ration. To get the taxpayer started in 
business, the parent, by way of capital, 
contributed $33,000 cash. Taxpayer pur- 
chased inventory of some $167,000 from 
the parent, which canceled this receiv- 
able for stock of taxpayer. The in- 
ventory acquired by the taxpayer de- 
preciated in value by $12,000. The 
parent thereupon furnished an addi- 
tional $12,000 credit permitting the tax- 
payer to purchase more inventory. This 
latter credit, the court finds, was a 
further contribution to capital. The 
Commissioner argued that the credit 
should be treated as a reduction in 





cost of goods sold. The court finds no 
reason to deny taxpayer the loss it un- 
doubtedly suffered. American Rolex 
Watch Corp., TCM 1956-142. 


Loans to sister corporation bad debt 
despite continued advances. Taxpayer 
corporation, a sales agent for coal pro- 
ducers, made substantial advances on 
open account to a coal-mining corpo- 
ration owned and operated by tax- 
payer's stockholders. Taxpayer custom- 
arily, as part of its business, made loans 
to others, but the loans to the related 
corporation far exceeded any made to 
others. The sister corporation gave no 
security, and no interest was charged. 
The Commissioner disallowed a_bad- 
debt deduction on the grounds that no 
debtor-creditor relationship had been 
established and that the worthlessness 
had not been proved. The court allows 
the deduction, finding arm’s-length deal- 
ings between the two corporations. That 
further advances were made does not 
affect the worthlessness of this debt. 
Dissent: Taxpayer could hardly pro- 
ject several years ahead and determine 
that this loan would not be repaid 
when it continued to make loans to the 
debtor which were substantially repaid. 
Warren Corp., Ct. Cls., 6/5/56. 


Capital gain on sale of timber to con- 
trolled corporation. A partnership of 
which the taxpayers were members had 
an interest in standing timber. It en- 
tered into an agreement with a con- 
trolled corporation for the sale of 
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stumpage to the corporation at a speci- 
fied price. This agreement, even though 
with a controlled corporation, meets the 
requiriments of a “disposal of timber” 
entitling the partnership to long-term 
capital gains treatment. Wilson, 26 TC 
No. 56. 


Advances to controlled corporations are 
capital contributions. Taxpayer, an in- 
ventor, formed several corporations to 
market his inventions. Various sums 
were advanced to these corporations by 
taxpayer and his wife from time to 
time. The advances by taxpayer are held 
to be contributions of risk capital, and 
they did not give rise to fully deductible 
bad debts when they became worthless. 
other 


His wife’s contributions, on the 


hand, are held to be bona fide loans. 
But since she was not in the business of 
financing corporations, they resulted in 
debts. Gilbert, TCM 


nonbusiness bad 


1956-137. 


No loss carryover after liquidating sub- 
sidiary. Taxpayer owned 50% of a cor- 
poration which had incurred substantial 
losses. It purchased the remaining stock, 
liquidated the corporation and took over 
the 1939 Code, the 
losses of the subsidiary could not be car- 


assets. Under the 
ried and used by taxpayer because it 
had not The Tax 
Court distinguished cases allowing the 


incurred the losses. 
parent to use a liquidated subsidiary’s 
loss; it points out that in those cases 
parent and subsidiary were merged and 
the legal entity of the subsidiary was 
[In 
through such a liquidation would be 
permitted under Section 381 of the 1954 
Code. Ed.) Gramm Trailer Corp., 26 TC 
No. 84. 


continued. general, carryover 


Transfer is “within one month” if 
certificates given to transfer agent. A 
personal holding company with a large 
portfolio of stocks was fearful that it 
would be physically impossible to com- 
plete the transfer of certificates to stock- 
holders month. The IRS 


holds that liquidation will be within one 


within one 
month if during that one month cer- 
tificates are sent to transfer agents, the 
rights to fractional shares assigned to a 
nominee for stockholders, and dividends 
whose record date is later are assigned to 
stockholders. Rev. Rul. 56-286. 


Hawaiian corporation in liquidation not 
liable for tax on sale of assets; trustee 


acts for creditors and_ stockholders. 
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l'axpayer is trustee in dissolution for the 
creditors and stockholders of a corpora- 
tion organized under the laws of Hawaii. 
He sold one of the assets received from 
the corporation in liquidation at a 
price greater than the corporate basis. 
The court holds that this gain is not 
includible in the 
its final 


income 
the 
dissolved 


corporate 


shown on return because 


corporate existence of a 
Hawaiian corporation does not continue 
for any purpose. The trustee in dissolu- 
tion does not stand in the corporation’s 
place but is a fiduciary for its creditors 
the trustee 
is not taxable as an association. Loo, DC 
Hawaii, 5/28/56. 


and_ stockholders. Further, 


Pre-1954 PHC income includes capital 
gains. In computing its dividend carry- 
over for personal holding company tax, 
taxpayer sought to reduce its net in- 
come by its net capital gains. It argued 
that the use of the alternative method 
of computing tax on capital gains sup- 
ports such adjustment. Sustaining the 
Tax 
Court, the court points out that this 
treatment is not authorized by the 1939 
Code. The method of computing the 


Commissioner and affirming the 


alternative tax, a separate tax in itself, 
does not affect the method of comput- 
ing Subchapter A net income. [The 1954 
Code excludes long-term capital gain 
from personal 
mitting its 


holding tax by _per- 


deduction from income.] 
Delaware Realty and Investment Co., 


CA-3, 6/13/56. 


Interest on condemnation award is per- 
sonal holding company income. Tax- 
payer condemnation award 
which included interest. The court finds 


no reason why the interest element in 


received a 


this award does not constitute interest 
within the meaning of the personal hold- 
ing company provisions. Therefore, the 
taxpayer is subject to tax as a personal 
holding company. 320 East 47th Street 
Corp., 26 TC No. 66. 


PHC can elect alternative tax though it 
exceeds regular tax. The corporate nor- 
mal tax and surtax computed on tax- 
(all capital gain) 
amounted to $675,000. Taxpayer was a 


payer's income 
cash-basis personal holding company. It 
elected to pay alternative tax on capital 
gains amounting to $1,075,000. Had it 
paid the $675,000 it would have had a 
personal holding company surtax of 
$2,600,000. It deducted the $1,- 
075,000 in computing its personal hold- 


some 


ing company Subchapter A net income 
in the following year. The Tax Court 
allowed a deduction of $675,000 as rep- 
resenting payment of its correct income 
tax liability. This court reverses. The 
alternative tax is “in lieu of normal, 
surtax and personal holding company 
tax.” The alternative was less than the 
sum of all three and was proper. Dela- 
ware Realty & Investment, CA-3, 6/13/ 


56. 


New election to file consolidated return. 
Where a parent corporation acquires the 
stock of a new subsidiary during the 
taxable year for bona fide business pur- 
poses and shortly thereafter liquidates 
this subsidiary, there has nevertheless 
been a change in the affliated group 
during the year. Therefore, a new elec- 
tion to file consolidated returns is per- 
mitted. Rev. Rul. 56-271. 


Freight-forwarding subsidiaries are regu- 
lated public utilities; reduced consoli- 
dated tax applies. The tax rate on con- 
solidated returns is increased by two per- 
centage points over that on separate re- 
This 


imposed 


turns. increase, however, is not 


on income from _ regulated 
public utilities. Subsidiary corporations 
engaged in the freight-forwarding busi- 
ness who derive at least 80% of their 
gross income, excluding dividends and 
capital gains and losses, from the fur- 
nishing of such services qualify as regu- 
lated public utilities for this purpose. 
Rev. Rul. 56-128. 


Business’ hurricane loss limited to per- 
centage of basis. Taxpayer-corporation 
claimed that the amount deductible as 
a casualty loss as a result of hurricane 
the 
amount by which the fair market value 


damage to its citrus grove was 
of the property had been reduced; mar- 
ket value after the storm was about 12% 
less than The Com- 
missioner contended that the amount of 
the deductible loss should be limited to 
12% of the adjusted basis of the proper- 
ty. The court sustains the Commissioner 
on the ground that the damage is in 
effect a disposition of the 
Alcoma, DC Fla., 3/23/56. 


before the storm. 


property. 





CASE NOTES for new decisions of 


the Tax Court, and new Revenue 
Rulings, were prepared this month 
by Theodore Berger of the New York 
bar, during Mr. Dyckman’s absence 


on vacation. Editor. 
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How a fraud case develops: from proof 


of deficiency to review by Justice 


7 BEING ABLE to establish a 
deficiency in tax a Special Agent 
could not recommend a criminal case. 
In that regard he generally relies on the 
revenue agent to gather the proof, partic- 
ularly where there is a joint investiga- 
tion. In some areas revenue agents who 
had previously been working on fraud 
cases in conjunction with Special Agents 
have been pulled off fraud cases work, 
leaving the entire task to the Intelli- 
gence Division. The situation is still in 
flux, and it is hard to tell at this point 
whether the Intelligence Division itself 
will develop men who are competent to 
establish proof of deficiency or will go 
back to the earlier practice of calling in 
revenue agents for that purpose. In any 
event this is the crucial factor and is the 
starting point at which the tax adviser 
must try to stem the development of a 
criminal case. In this connection the ser- 
vices of the accountant are invaluable 
because there are many _ possibilities 
where a situation which on the surface 
seems to be hopeless, vis-a-vis a deficien- 
cy, turns out to be quite hopeful when 
additional factors are taken into con- 
sideration, such as further business de- 
ductions not previously taken, net loss 
operating deductions, re-working a net 
worth analysis, etc. 

It would seem that the amount of the 
deficiency ought to be substantial in 
ratio to taxes paid to justify recommen- 
dation for a criminal action but in prac- 
tice this, may not be so, particularly if 
some “exemplar” situation is involved. 
[t must,always be remembered that ad- 
missions by taxpayer,may go a long way 
to assisting the investigating agents to 
establish. a deficiency; itself, particularly 


as regards “cash on hand” in a _ net- 
worth case. 


Proof of wilfulness 

It is, of course, elementary that the 
crime of tax evasion involves the pres- 
ence of wilfulness. As a matter of law, 
wilfulness means evil motive or bad 
faith as distinguished from negligence 
or carelessness. As a_ practical matter, 
wilfulness may be implicit in the nature, 
repetitiveness, and amount of the de- 
ficiency itself, although this is certainly 
not the legal test. In order to establish 
wilfulness it would seem that there 
ought to be proof of concealment, trick, 
device, misrepresentation, secret bank 
accounts, dummy transactions, large un- 
explained transactions in cash, duplicity 
in records, destruction of records, etc. In 
this connection, loose statements by the 
taxpayer during the investigation may 
well be sufficient for the special agent 
to hinge his conclusion that wilfulness 
can be inferred from the facts. There is 
a growing fear that in net-worth cases 
particularly, the issue of wilfulness is 
not nearly as important a factor, even 
for the juries in the trial itself and even 
under proper instructions, as it would 
be in a specific-item case. In other words, 
once the jury is satisfied that the omis- 
sion of income took place, albeit proof 
is made by the net-worth iucrease meth- 
od, it will supply the element of wilful- 
ness without any specific proof on that 
issue needed. Working backwards, there 
is also.a growing fear that this is exactly 
the way. the Internal Revenue Service 
and Department of Justice may look at 
a situation; and, of course, if that is true, 


then: this is probably the way the special. 
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agent in the field looks at the situation. 


Controlling factor: burden of proof 


As a matter of law in a criminal case 
the Government must establish its proof 
“beyond a reasonable doubt,” while in a 
civil case where the issue of fraud penal- 
ties is involved it need only establish 
proof in a “clear and convincing” man- 
ner. However, even as a matter of statu- 
tory construction the gravamen of the 
criminal tax-evasion case, “attempt in 
any manner to evade or defeat tax” 
(even if the element of ‘“wilfulness” is 
added), is actually broader than the test 
for a civil fraud penalty, namely, wheth- 
er or not the understatement in tax was 
due to “fraud.’’ And numerous instances 
could be indicated where the Tax Court 
has refused to sustain a civil-fraud pen- 
alty asserted by the Commissioner under 
a set of facts where it hardly can be 
doubted that a jury or a court would 
have found the taxpayer guilty of tax 
evasion. 


Health, disclosure won't protect 


It must be remembered that as of this 
writing two factors which previously 
may have been decisive in a prospective 
criminal case being “killed” administra- 
tively are no longer important factors, 
namely, the state of health of the tax- 
payer and a “voluntary disclosure” by 
the taxpayer. 

It is fairly well settled that outside of 
extreme situations which need not be 
considered as a practical matter, the fact 
that the taxpayer is ill or may not even 
be able to stand trial will no longer 
deter the administrative processing of a 
criminal case. Nor will the making of a 
“voluntary disclosure” under circum- 
stances which prior to 1952 normally 
would have persuaded Treasury not to 
recommend a criminal case now prevent 
such processing. There is continued agi- 
tation for the restoration of a clearly 
defined “voluntary disclosure” policy by 
Treasury, but as of now it would not 
seem that the Internal Revenue Service 
is inclined to budge from its post-1952 
position. 


Special agent has too much power 
Critics of the current administrative 
method of handling suspected tax-eva- 
sion cases have often pointed out that, 
the special agent is clothed with too 
much power. He is both the investigator 
and the judge, since he evaluates. his 
own findings; he is not necessarily;an 
impartial investigator. He: has a psycho; 
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logical and practical urge to recommend 
a criminal case if he can possibly find 
inclined to 
slough off evidence favorable to the tax- 


the evidence. He is even 
payer and concentrate his views on evi- 
dence adverse to the taxpayer. Whether 
or not the suggestion of the Supreme 
Court in the Holland case as to the obli- 
gation of the investigator to pursue 
“leads” furnished him by the taxpayer 
will substantially alter the situation re- 
mains yet to be seen. Nor is there any- 
thing to prevent the special agent’s re- 
port and recommendation from reflect- 
ing his personal feelings against the tax- 
payer and his adviser, particularly 
where the taxpayer’s adviser has fought 
the agent and. failed to “cooperate.” 
Nor is there any revealing evidence 
indicating that a review of the special 
agent’s findings and recommendations 
by his group and/or by the chief of the 
intelligence division at the district direc- 
tor’s level is more than perfunctory 
whether or not a hearing with the tax- 
payer and his adviser is requested and 


held. 


Reviewing special agent’s report 

There may be developing a procedure 
for review from the decision of the chief 
of the intelligence division at the dis- 
trict director’s level to the office of assis- 
tant regional commissioner, intelligence; 
however, it is doubtful whether there is 
any practical value in seeking a hearing 
at that level. The psychology of the 
special agent seems to permeate the in- 
telligence division from the bottom up. 

All cases where the intelligence divi- 
sion at the regional commissioner’s level 
has approved the recommendation for 
criminal action are automatically sent 
to the office of the regional counsel, 
where an enforcement attorney reviews 
the recommendation of the intelligence 
division for concurrence or rejection. 
Traditionally this is an impartial and 
careful review by lawyers not necessar- 
ily motivated by a prosecution complex. 
Many cases are 
screened out at the regional counsel’s 
level. Opportunity is afforded if request- 
ed for a hearing before the enforcement 


weak Government 


counsel; the taxpayer, his representa- 
witnesses he desires to 
bring along may come to the confer- 
ence. Written memoranda or briefs are 
permissible and usually recommended. 
This is a full-dress hearing, and nor- 
mally if the taxpayer has a defense this 
is the best and most fruitful place to 
present it. If the regional counsel, act- 


tive, and any 
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ing through the enforcement attorney, 
concurs in the recommendation of the 
intelligence division, the taxpayer and 
his counsel are so advised and the case 
automatically and without further re- 
view in the Internal Revenue Service 
goes to the tax division of the Depart- 
ment of Justice in Washington for proc- 
essing there. If, however, the regional 
counsel disagrees with. the recommenda- 
of the intelligence division for 
criminal action he writes a report to 
that effect in which he sets out in detail 
and as persuasively as possible his rea- 


tion 


sons for rejecting the prosecution recom- 
mendation. The intelligence division is 
then given an opportunity to reconsider 
its earlier recommendation. It may im- 
mediately concur and that will close the 
criminal phase of the case, it being proc- 
essed thereafter as a civil case; or it may 
send a special agent out into the field 
to gather further evidence to fill the 
gaps in the government case pointed out 
in the regional counsel’s rejection 
memorandum. 

In any event, either at the time or 
after further investigation and contin- 
ued rejection of a criminal case by the 
regional counsel, if the intelligence divi- 
sion refuses to concur the case is sent 
back to the office of the chief counsel of 
the Internal Revenue Service in Wash- 
ington for the purpose of reconciling 
the differences between the regional 
counsel and the intelligence division. 
Presumably the chief counsel, acting 
through the head of the enforcement 
counsel, contacts the director of the in- 
telligence division in the national office 
to try to reach a decision one way or 
the other. The matter is determined at 
that level. Either the joint decision is 
to “kill” the prosecution recommenda- 
tion and the taxpayer is eventually so 
advised, or the joint decision is that 
prosecution go forward and the case is 
then sent to the tax division of the De- 
partment of Justice. 

Some concern has been noted as a 
announcement of 
the Commissioner of Internal Revenue 
that the chief counsel “shall serve as a 
member of the Commissioner’s executive 
staff.” There is an uneasy feeling to the 
effect that the mere making of this an- 
nouncement, whether or not it simply 
emphasizes the previous policy, may in- 
dicate that the chief counsel no longer 
is an independent legal officer who im- 
partially and objectively makes the final 
decision for the Internal Revenue Ser- 


vice if he concurs in the judgment of 


result of the recent 


the regional counsel that there ought 
to be no prosecution. Since both the 
chief counsel and the director of the 
intelligence division are for practical 
purposes now subordinates of the Com- 
missioner, serious doubts may exist as to 
the ability of the chief counsel to hold 
out against prosecution where the direc- 
tor of the intelligence division at the 
national level insists on it. 


Review in the Department of Justice 


If the chief counsel decides that the 
final action of the Revenue Service shall 
be for prosecution, the entire file auto- 
matically is sent to the criminal section 
in the tax division of the Department of 
Justice in Washington. Lawyers in the 
criminal section review all cases where 
the recommendation of the intelligence 
division for prosecution has been con- 
curred in either by the regional counsel 
at the local level or the chief counsel at 
the national level. A second function of 
the criminal assist the 
United States attorney at the local level 


section is to 


in any way feasible or suggested by the 
United States attorney if the recommen- 
dation for criminal action of the intel- 
ligence division is concurred in. 

Conferences in the criminal section 
are no longer invited, under a change 
of policy which has been in effect for 
more than a year, but a conference and 
a personal hearing will be granted if re- 
quested in writing. 

While there has been agitation from 
time to time that a review of a recom- 
mended prosecution case in the Depart- 
ment of Justice should be decentralized 
to the level of the United States attor- 
ney it is hoped that this review at the 
Washington level will remain since it 
has always been a fair-minded and im- 
partial review. However, as a practical 
matter, unless the taxpayer’s representa- 
tive can come forward with a “new ap- 
proach” or some cogent additional rea- 
sons against prosecution not heretofore 
presented at the regional counsel's level, 
the likelihood is that the Department 
of Justice will concur and send the case 
forward to the United States attorney 
for prosecution. 

Even at the level of the United States 
attorney there is generally afforded an 
opportunity for a hearing as to whether 
prosecution should proceed, but ob- 
viously at this final stage very compell- 
ing reasons must be presented to con- 
vince the United States attorney that if 
prosecution followed he would fail to 
get a conviction. If the arguments of 
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counsel go only toward a conclusion 
which a jury may decide either way on 
the total evidence, it is hardly likely that 
the United States attorney will be de- 
terred from prosecuting but will be 
more inclined to “leave it to the jury.” 


Advice to suspect’s attorney 

If it were possible to crystallize some 
practical guides to the general practi- 
tioner whose client may be the subject 
of a tax-fraud investigation, the follow- 


ing are suggested: 
|. Do not permit an accountant to 
continue to control the case once you 
expect probability of a fraud investiga- 
tion. 

2. Immediately advise the taxpayer to 
employ an attorney who is a tax expert 
versed both in tax law and in adminis- 
trative procedure in the Internal Rev- 
enue Service. 

3. Retain the taxpayer’s accountant 
or an outside accountant to work with 
and under the guidance of the tax at- 
torney. 

t. If the case goes to _ litigation, 
whether on the civil side or on the crim- 
inal side, be sure that the tax attorney 
who has been employed has broad trial 
experience, be it civil or criminal as the 
case may be, because once the case is in 
trial what is needed is an experienced 
trial lawyer handling tax issues rather 
than an experienced tax lawyer who 
does not understand trial techniques. 
If necessary, associate additional coun- 
sel solely to handle the trial with the 
assistance of the tax attorney. 


New decisions 





Omissions small, therefore not fraudu- 
lent. [Acquiescence| Fraud penalties are 
sustained against a sheriff for the years 
1944 to 1947. He consistently omitted 
from income large amounts of “protec- 
tion” payments received from bootleg- 
gers and monies received from illegal 
procedures in forfeited-tax land trans- 
actions. However, for 1942 and 1943, the 
small 
showed no intent to defraud. Brame, 
25 TC No. 94, acq., IRB 1956-27. 


fact that the omissions were 


Fraud penalties on decedent based on 
substantial understatement. Taxpayer 
had been practicing as a physician for 
many years. The record revealed $47,000 
understatements of professional income. 
Che court thought it incredible that de- 
cedent was unaware of such substantial 


omissions. It therefore imposes the fraud 
penalty for all years except one in which 
the understatement was only $3,500. 
Haskins Estate, TCM 1956-145. 


Fraud in elaborate scheme to hide com- 
pensation. The court imposes a fraud 
penalty against a taxpayer who with- 
drew compensation owing to him 
through the use of spurious invoices and 
in the names of fictitious companies. 
Hughes, TCM 1956-150. 


Negligence penalty imposd on attorney 
for inadequate records. Numerous issues 
concerning unreported income and er- 
roneous deduction are decided against 
the taxpayer. These include the non- 
deductibility of moving expenses and 
the right to elect the installment method 
of reporting capital gain where more 
than 30% of the proceeds were received 
in the year of sale. Taxpayer's inade- 
quate records, considering that he was 
an attorney, leads the court to sustain 
the imposition of the negligence pen- 
alty. Fihe, TCM 1956-1939. 


Conviction on net worth set aside; Gov- 
ernment didn’t show that he didn't 
borrow. Defendant was convicted of tax 
evasion on the basis of an unexplained 
net-worth increase. Both sides moved for 
amendment of the findings, and de- 
fendant moved for new trial. The court 
finds that the Government failed to sus- 
tain its burden of proof concerning the 
amount borrowed by defendant during 
the year in question, by failing to show 
that it was not within the range of 
probability that the claimed loans could 
have been made in the claimed amounts. 
Judgment of acquittal is ordered. Rully, 
DC Conn. 6/7/56. 


Fraud penalties based on net-worth 
computations upheld against decedent 
over strong dissent. The Tax Court 
upheld deficiencies and fraud penalties 
for 1942 to 1950 against taxpayer, who 
died in 1950. The circuit court found 
that the Tax Court was not clearly 
erroneous in finding fraud. The death of 
the taxpayer adds to the defense burden 
in explaining the net-worth computa- 
tion, but this consideration affects merely 
the weight to be given to this evidence. 
Here also the court cannot say the find- 
ing was erroneous. One dissent: the in- 
vestigation of taxpayer's affairs began 
after his death, and this result takes 
half his estate and destroys his good 
name. Essentially, the Government's case 
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is based on its opening net worth state- 
ment, which had little direct proof to 
sustain it. The Tax Court accepted it 
because the estate was unable to dis- 
prove it, and the finding of fraud was 
based on the statement. The spirit of 
the common-law rule that adversaries 
may not speak of transactions with the 
dead ought to be given greater weight. 
Lee Estate, cert. den., 6/11/56. 


In net-worth case, taxpayer held not 
liable for fraud penalties. The jury 
finds that the deficiencies were not the 
result of fraud, that taxpayer’s conten- 
tion of cash on hand at the beginning of 
the period was correct, and that her 
failure to file returns for two years was 
due to reasonable cause. Rodd, DC Fla., 
12/14/55. 


Deficiency in net-worth case sustained 
but fraud penalty eliminated. The court 
sustains the Tax Court's holding that 
taxpayer failed to overcome the pre- 
sumption in the Commissioner’s favor 
with respect to a deficiency determined 
on the net-worth basis. Taxpayer's claim 
of cash on hand at the beginning of 
the period was negatived by evidence 
of small loans and delinquent payments 
at that time. However, with respect to 
the fraud penalty, the Commissioner 
failed to sustain his burden of proof. 
On this point, the Tax Court is reversed. 
The Tax Court had said: “This specious 
explanation to account for his large 
expenditures, the large degree to 
which he dealt in cash together with the 
almost total lack of cash receipts and 
the substantial amounts of unreported 
denote a clear intent to 
evade tax.” Hawkins, CA-6, 6/10/56. 


income 


Fraud penalty not sustained in net- 
worth case. The court finds the Com- 
missioner’s proof far from satisfactory. 
When he included in income an amount 
expended in the purchase of shares of 
stock, he did not submit any proof as 
to taxpayer's net worth at the beginning 
and at the end of the period. If not 
for the fact that the burden was on the 
taxpayer with respect to the deficiencies, 
which burden she (acting as her own 
counsel in Tax Court) failed to main- 
tain, even those deficiencies might be 
expunged. Tax Court affirmed in part 
and reversed in part. Olinger, CA-5, 
6/8/56. 


Understatement of income, but not 
fraud, found in net-worth case. In a 
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civil net worth case, the Commissioner 


asserted deficiencies and fraud penalties 


for several years against taxpayer, a 
/ 5 / 


farmer. The jury finds that the under- 


statement of income for the early years 


was not fraudulent, and that for one 


year in question the taxpayer did not 


omit 25% or more of his gross income. 


For those early years, then, the period 
of limitation has expired. Deficiencies, 
but no penalties, are sustained for later 
years. McCranie, DC Ga., 3/24/56. 


Records erroneous despite CPA aid; 


but no fraud. Taxpayers sued for re- 


funds of taxes, penalties and interest 


paid, on the ground that they were 


assessed after the statutory period of 


The 


Statute 


limitations had expired. Commis- 


sioner claims that the did not 
run because of the taxpayer’s fraud. In 
their lumbering business, taxpayers kept 
rather poor records, although they em- 
ployed CPA’s to help them and to pre- 
pare their tax returns. When income was 
omitted from the returns there was no 
fraudulent intent. Since all receipts and 
disbursements passed through various 
bank accounts, this is not a case of con- 
cealment. Rhodes, DC Ga., 5/29/56. 

Net-worth deficiency upheld; taxpayer 
fails to rebut determination. During the 
years in issue, taxpayer was engaged in 
farming, the operation of a_ general 
store, an oil and gas distributorship, a 
fertilizer business, and an auto agency 
in a small Georgia community. Contend- 
ing that taxpayer failed to keep ade- 
quate books and records, the Commis- 
sioner used the net-worth method to 
compute taxpayer’s income. Because the 
taxpayer had the mistaken assumption 
that the Commissioner had the burden 
of proof, he failed to rebut the Com- 
missioner’s determination. The court up- 
holds the deficiencies, but finds no 
sufficient proof of fraud. In the absence 


held 


earlier 


of fraud, the deficiencies were 
banned by the statute for the 


years. Josey, TCM 1956-153. 


New trial denied in conviction based on 
unreported black-market profits. Defen- 
dant appeals from denial of new trial 
on the basis of new evidence. He claims 
that he made no profit on the black- 
market liquor collections because he 
had paid out over-ceiling prices, and 
that therefore there was no income to 
be unreported. The court holds that 
new evidence in the form of an affidavit 
relating to an admission of the alleged 


September 1956 


recipient of such payments is inadmis- 
sible as hearsay. Further, it is not ad- 
missible as an admission of a co-conspira- 
tor since such statement is not allowed 
in favor of a defendant. Other alleged 
new evidence is apparently not new and 
would at best concern only a portion of 
the sums admittedly received by defen- 
failure 
even a lesser amount would support the 
conviction. Wolcher, CA-9, 5/15/56. 


dant. A showing of to report 


Fraud penalty in bank-deposit case up- 
held. On appeal, husband-and-wife tax- 
payers claimed that the Tax Court had 


erred in upholding the Commissioner’s 
determination of deficiencies and fraud 
penalties. Taxpayers claimed that they 
were not required to show the exact 
amount of income earned or tax due, 
and that they only had to show that the 
Commissioner's determination was arbi- 
trary and excessive. Further, the Tax 
Court, they said, was prejudiced by the 
admission of evidence of a prior convic- 
tion of the husband. This court affirms 
the Tax Court holding as to the hus- 
band, and the Commissioner concedes 
the remission of the fraud penalty as to 


the wife. Sterns, CA-9, 6/19/56. 





NEW EXCESS PROFITS TAX DECISIONS 


Interest adjustment required with mini- 
mum $25,000 EPT credit. In determin- 
ing its excess-profits-tax liability for 
1953, taxpayer elected to take the mini- 
mum credit of $25,000. The court holds 


that it must make the adjustment for 
interest on borrowed capital in comput- 
ing excess profits net income. The Code 
requires this adjustment to income and 
makes no exception when the minimum 
credit is used. The result is equitable 
because it makes the unused credit carry- 
over the proper amount. Midland Bean 


Co., 25 TC No. 130. 


Sec. 722 relief granted because of law- 
suit. A suit for dissolution of taxpayer 
instituted by a 50% stockholder during 
the base period was found to have had 
a depressant effect on taxpayer’s income 
and qualified it for excess profits tax 
relief under Sec. 722 (b) (1). However, 
two additional facts, a change of opera- 
tional sites from Wyoming to California 
and an increase in capacity arising 
through acquisition of two additional 
drilling rigs, were held not sufficient to 
quauify taxpayer for relief under sub- 
section (b) (4). Rocky Mountain Drill- 
ing Co., 25 TC No. 137. 


No EPT relief fer depression due to 


price war. A liquor distributor which 


claimed excess-profits-tax relief under 
Sec. 722 (b) (2) of the 1939 Code had 
contended that its business was de- 


pressed by reason of a price war in the 
industry. The court denied relief hold- 
ing that the price war was no more 
than keen competition during the base 
period and did not constitute a tempo- 
rary economic event unusual in the in- 
dustry. It also held that the changeover 


from the sale of domestic items to im- 


ported items was not a sufficient change 
in the character of the business to sup- 
port relief under Sec. 722 (b) (4). Em- 
pire Liquor Corp. 25 TC No. 136. 


Carryover of pension-plan contributions 
are not assets for EPT. A contribution 
for past service made to a qualified pen- 
sion plan which, due to the statutory 
limitations, is not deductible in the cur- 
rent year of payment but may be carried 
forward as a deduction to subsequent 
years, does not constitute an asset of the 
taxpayer for equity-capital purposes or, 
in the case of mutual savings banks, an 
asset for the purpose of determining 
surplus, undivided profits, or reserves. 
Rev. Rul. 56-216. 


Regulations invalid in limiting EPT 
accrual election if installment receiv- 
ables were sold. Dixie Shops, Inc., was 
held entitled to elect to compute income 
installment sales on an accrual 
basis under Section 736(a) of the 1939 
Code 


cess-profits-tax liability. This relief was 


from 
for purposes of reporting its ex- 


allowed by the Code if installment re- 
ceivables at the beginning of the year 
were 125% of those at the end. The 
Regulations required the inclusion in 
accounts receivable outstanding at the 
end of the year accounts which previ- 
ously were sold. The Regulation was in- 
valid, at least insofar as this taxpayer 
did not sell the accounts to meet the test 
but because it was closing the store 
where they arose and would be unable 
to collect efficiently. Selma Berry Trust, 
26 TC No. 41. 


Loss of sales agents no ground for re- 
lief to woolen mill. Taxpayer manufac- 


tured woolens for clothing. It dealt 
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through two sales agents, both of whom 
retired in 1932. It had ten different 
agents over the next eight years, all 
unsatisfactory. The court finds, how- 
ever, that that didn’t show that the 
business would have been more profit- 
able had it been able to locate com- 
petent agents. Changes in style, new 
fabrics, and supply and demand caused 
the low income, not poor sales agents. 
Sianley Woolen Co., 26 TC No. 47. 


Newspaper competition not unusual; no 
722 relief. 


base-period earnings from two news- 


Taxpayer claimed that its 


papers were depressed because of severe 
competition from a third paper pub- 
lished for a year and a half. The court 
said that severe competition is not un- 
usual and so taxpayer failed to prove 
its business was depressed by temporary 
economic circumstances unusual in its 
case. Democrat Publishing Co., 26 TC 
No. 46. 


Vo relief for Maine knitting mill; didn’t 
show it would have been profitable if 
changes made earlier. The Tax Court 
finds that taxpayer’s changes from weav- 
ing yarns to knitting yarns were made 
immediately prior to the base period. 
However, it did not find that if done 
earlier the change would have resulted 
in base-period profit. The company had 
losses or very small profits till the war 
years. Jagger Brothers, Inc., 26 TC 


No. 45. 


Section 722 relief denied cracker com- 
pany. Taxpayer, a baker of crackers, 
was denied excess-profits-tax relief based 
on its claim of temporary economic de- 
pression in the base period. A predecessor 
made large profits on Crax in 1934 and 
1935. Subsequent losses were due to 
competition, not to a truck accident, 
suits for damage, and reorganization. 
Vegowen-Educator Food Co., 25 TC No. 
159. 


Publisher gets EPT relief for dropping 


a magazine and changing printing 
methods. The Crowell-Collier Publishing 
national 


Co., which published four 


magazines, is held entitled to excess- 
profits-tax relief under Section 722 of the 
1939 Code because of the discontinuance 
at the end of the base period of its 
magazine Country Home, and because 
of changes during the base period from 
the letterpress method of printing to a 
substantial use of the high-speed multi- 
color gravure method of printing. The 





company is held not entitled to elim- 
inate abnormal income in the war years 
resulting from gravure research and de- 
velopment, nor can it eliminate ab- 
normal employee and executive bonuses 
incurred during the base period. 
Crowell-Collier Publishing Co., 25 TC 
No. 150. 


Can’t use both growth formula and 722 
relief. Taxpayer and the Commissioner 
agreed on a constructive average base 
period net income for its rubber textile 
department. Taxpayer argued that it 
should add this to the actual income of 
the rest of the business for each year and 
use the growth formula. The Tax Court 
finds nothing to distinguish this case 
from those in which it held these two 
methods of relief could not be used 
together. Dayton Rubber Co., 26 TC 
No. 48. 


No pushback relief for liquor dealer; 
business good after repeal. Taxpayer 
was a grocery wholesaler who went 
into the imported liquor business in 
1934 and 1935, and in 1937 switched to 
sales to retailers instead of to whole- 
salers. It increased its capital, borrow- 
ings, inventory, and staff. The Tax Court 
finds that immediately after repeal of 
the prohibition amendment there was 
no difficulty in selling and that business 
normal 


apparently was immediately. 


Seggerman Nixon Corp., 26 TC No. 53. 


Vinson Act profit limitations inappli- 
cable to subcontract if prime contract is 
exempt. [Acquiescence|] In accordance 
Ruling 56-282, 


acquiescence is announced in the case 


with recent Revenue 
which held that subcontracts were not 
subject to Vinson Act profit limitations 
because the prime contract was entered 
into in 1943, a year in which excess- 
profits tax was in force and the Vinson 
Act was therefore suspended, even 
though the subcontracts were entered 
into in 1946. Aluminum Co., 23 TC 
189, acq. IRB 1956-25 








). 


Pre-March 1, 1913 stock dividends in- 
crease in equity invested capital. Citing 
two prior reversals of the Tax Court 
on this issue in other circuits, the court 
again reverses and holds that stock divi- 
dends distributed before March 1, 1913 
are increased equity invested capital 
under World War II excess profits tax 
law. [These stock dividends of course 
reduced earnings and profits, but since 
taxpayer had a deficit, it was not re- 
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quired to include the dividends in the 
tax computation. The reduction in earn- 
ings did not affect tax. Ed.] Richmond 
Hosiery, CA-5, 6/5/56. 


Must show income from fire insurance 
to claim abnormality. In 1951 taxpayer 
received $31,000 insurance proceeds for 
inventory destroyed in a fire. It ex- 
cluded the proceeds from excess-profits- 
net-income as abnormal income. The 
court denies the exclusion for failure of 
proof. Taxpayer had failed to show how 
much income, if any, was included in 
the insurance proceeds; all or part of 
the proceeds may have been a return of 
the cost of the destroyed inventory. Atlas 
Furniture, 26 TC No. 73. 


A merry chase—interrelating the inter- 
related IT and EPT of 1943. In 1950, 
the Tax Court decided taxpayer was en- 
titled to relief for 1943 under Section 
721 (abnormalities in the taxable year). 
But the computation of the amount of 
this refund under that decision, agreed 
on by both parties, made no provision 
for the increased income tax. (In that 
year income subject to EPT was a de- 
duction from income tax). The Com- 
missioner assessed that additional income 
tax, and that assessment wound up in 
the Tax Court. It was upheld as timely 
under 1939 Code Section 3807, per- 
mitting extension of time for related 
taxes. The Tax Court said it didn’t have 
jurisdiction of taxpayer's claim for offset 
because total 1943 tax, including this 
new income tax, was more than 80% of 
income and the EPT should therefore 
be reduced. As a result that issue is 
presented here, and taxpayer wins sum- 
mary judgment. Morrisdale Coal Min- 
ing Co., Ct. Cls., 6/5/56. 


Corporation denied base-period exper- 
proprietorship. 
The right to use the base-period expe- 


iences of predecessor 
rience of a business operated by its 
principal stockholders as a sole pro- 
prietorship is denied taxpayer-corpora- 
tion in computing its excess profits 
credit for 1951. The corporation was 
neither an “acquiring corporation” nor 
a “purchasing corporation” because it 
did not acquire “substantially all the 


’ 


properties” of the proprietorship. Fur- 
thermore, the properties which it did 
acquire were through transactions which 
did not qualify as nontaxable exchanges 
under 1939 Code Section 112(b)(7) and 
related sections. J. M. Turner & Co., 
26 TC No. 99. 
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IRS Chief Counsel explains service proce- 


dure in not following circuit court decisions 


. (peg BY Top Service officials be- 
fore the House subcommittee on 
appropriations recently brought out the 
IRS’s attitude toward conflicts between 
judicial and administrative interpreta- 
The discussion went 


tion of the law. 


this way: 


Acceptance of decisions of circuit courts 


Rep. Murray: I have had complaints 
that after a decision or an interpretation 
of law on a question of liability has 
been made by a court of appeals—or a 
district 
favor of the taxpayer and the case is not 


court—and the decision is in 
appealed by you to the Supreme Court, 
that the collectors in your Service will 
still assess a tax on the same situation 
decided by the court and actually collect 
taxes. Is that true or is that an unfound- 
ed rumor? 

Winkle: That 
is a many-sided question. The answer to 


Assistant Commissione? 


your question is that we do not neces- 
sarily accept the decision of one court 
of appeals in one circuit as being deter- 
minative of the fact that our position is 
wrong or would not be accepted by other 
courts of appeals. In other words, we 
take the position that in the last analy- 
sis the Supreme Court is the court of 
last resort. Of course a decision rendered 
by any circuit court of appeals is very 
carefully considered in terms of reex- 
amining and reevaluating our position, 
but if the Service is still convinced of 
that position, we may very well main- 
tain it on the issue involved until the 
question can be finally resolved. 

Rep. Gary: Why do you not appeal 
it to the Supreme Court so that it will 
be finally resolved? 

Mr. Winkle: 
appealed, but there are not always suff- 
cient grounds that will satisfy the Su- 
preme Court in accepting the case for 
final review. 


In some instances it is 


The entire matter of weighing and 
evaluating a circuit court decision with- 
in the Revenue Service is a function of 
the Chief Counsel’s office, which con- 
sults with the Commissioner’s office, 
more specifically with my organization, 
as to whether a particular decision 
should be followed. By and large, we 
are guided by whatever position the 
Chief Counsel recommends we take. I 
would be very glad to submit a state- 
ment on the subject for the record, be- 
cause there are many considerations in 
the picture that I think are rather per- 
suasive if you are talking about only one 
circuit court decision. 

Mr. Murray: If you have a circuit 
court of appeals decision on the situa- 
tion which you are not satisfied with, I 
think as a matter of principle you should 
take it up to the Supreme Court of the 
United States. If you have a circuit court 
of appeals decision on a certain situa- 
tion, I do not see how under our con- 
stitutional concepts of separation of 
powers you can refuse to accept the 
court’s decision as determinative of the 
law applicable. 

Mr. 
court in 


Gary: Does not every district 
the United States have to ac- 
cept the decision of the circuit court of 
appeals? 

Mr. Murray: Under our concept of 
stare decision [sic], that is my under- 
standing. 

Mr. Gary: It would seem to me that 
if the Service has a case they carry to 
the circuit court of appeals and they 
lose it, they should accept that decision 
or appeal it to the Supreme Court of 
the United States. 

Mr. Winkle: Again, if I may, I would 
like the privilege of submitting a state- 
ment on that for the record. It is a mat- 
ter as to which there has been some ques- 
tion, but I would like to suggest there 
are two sides to the problem. 


Mr. Gary: I would like very much to 
have you insert a statement on it be- 
cause it seems to me, offhand, there is 
some reason for complaint. If there is 
any reason for your position on it, I 
would like to have it. 

Mr. Winkle: We will be glad to sub- 
mit something for the record. 

Mr. Murray: I would like to make 
this observation: You obviously in many 
situations have a number of taxpayers 
who might owe considerable obligations, 
and a number of taxpayers who might 
owe a small amount, $100 or so. It pays 
the taxpayer who owes the large amount 
to contest your position, whereas the 
taxpayer who owes the smaller amount 
is not in a position financially to con- 
test your position. If you get the ideal 
case and you take it up to the Supreme 
Court of the United States and the Su- 
preme Court finds adversely to the In- 
ternal Revenue Service, obviously those 
smaller taxpayers would be paying too 
much money, which you say you do not 
want the taxpayers to do. What re- 
course, if any, does that type of taxpayer 
have? 

Mr. Winkle: In reference to the ques- 
tion you raise, submit a 
very detailed and complete statement 
on it. I say this because it has not been 
too long ago that the chief of staff of 
the Joint Committee on Internal Rev- 
enue Taxation also raised a question on 
this point and the Chief Counsel's office 
prepared a detailed memorandum on it. 

Mr. Murray: I think any statement 
you would care to submit on that would 
be all right with me because, as a law- 


suppose we 


yer, I am interested in seeing the justi- 
fication for that action. As a lawyer, if I 
had a test case staring me in the face 
decided by the circuit court of appeals 
in favor of the Service, I would certainly 
never advise my client not to pay the 
tax in the face of that decision. In my 
own opinion, when the shoe is on the 
other foot that should apply equally. 
But I may be satisfied by your position 
when you submit your statement. 


Statement by the Chief Counsel 


The question has been asked why the 
Government when it loses an issue in 
the court of appeals does not promptly 
conform its administrative and litigation 
practice, inasmuch as its refusal to do so 
imposes an unfair burden on small tax- 
payers who cannot undertake the ex- 
pense and delay of further litigation. It 
should be pointed out, however, that 
usually the Government’s position, once 
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it has been fairly tested and rejected by 
one or more courts of appeals, will be 
conformed to such adverse opinion, pro- 
vided they lay down a rule capable of 
fair and equitable administration on a 
nationwide basis and one likely to be 
acceptable to taxpayers in courts across 
the country. In fact, where the adverse 
decision, even of a trial court, is found 
to satisfy this standard it will frequently 
be accepted without circuit-court test. 
For instance, acquiescence was approved 
this past year in the Tax Court’s decis- 
ion in Robert Reis & Co., ((1953) 20 
TC 294, acq. 1955 IRB 41, 7), a 
case of far-reaching importance involv- 
ing the applicability of the Dixie Pine 
Products rule (re effect of contest in post- 
poning accrual of taxes for Section 23(c) 
purposes) to Section 122(d)(6) of the 
1939 Code, even before the matter had 
been taken to a court of appeals, al- 
though approval of the action had been 
held up awaiting the Supreme Court’s 
decision (May 23, 1955) in the Olympic 
Radio and Lewyt different 
though related Section 122(d)(6) prob- 
lems. Likewise the trial courts’ decisions 
were accepted in Max Factor & Co. 
((D. Ct. S.D. Calif. 1951) 51 CCH, Par. 
9195) and Pan American World Airways 
((D. Ct. S.P. N.Y. 1953) 119 F. Supp. 
144), on the troublesome question of 


cases on 


how far interest runs on an overpay- 
ment in part offset by a deficiency, also 
before the question had been passed 
upon by a court of appeals. 


Two adverse decisions accepted 

[wo adverse circuits were deemed an 
adequate test in situations such as Flory 
Milling ((CA-3, 1955) 222 F.2d 903, aff’g. 
21 T.C. 432), which was acquiesced in 
(1955 IRB 41, 8). This followed the 
fifth circuit in John W. Martin ((1955) 
224 F.2d 337), and both decisions were 
contrary to the previous decision of the 
fourth circuit in National Fruit ((1952) 
199 F.2d 754). Here it was believed the 
decisions of third and fifth circuits repre- 
sented the sounder construction of the 
statute, and the question was not one of 
continuing importance owing to the re- 
peal of the World War II excess-profits 
tax. Nor did the office await a test in 
more than one circuit before recognizing 
that a gift of cattle or wheat may be 
made to a charitable organization with- 
out realization of income on the appre- 
value (R.R. 55-138, 1955 
IRB 11, 15); and at that point the 
matter had been decided adversely to 
the Government, other than by some 


ciation in 


lower courts, only in a single circuit- 
court decision (that in Prothro (CA-5, 
1954) 209 F.2d 331). 

This is not to say of course that in 
some instances a course of litigation has 
not been so far advanced that an ad- 
verse decision may sometimes be ren- 
dered in more than two circuits before 
rec6nsideration is felt to warrant con- 
forming the office position. Such situa- 
tions would include those in the past 
year of two involving the includibility 
in income of retirement grants to min- 
isters (4 circuits—5th, D.C., 3d, and 6th 
in Schall (1949) 174 F.2d 893, Abernathy 
(1954) 211 F.2d 651, Mutch (1954) 209 
F.2d 390, and Hershman (1954) 210 F. 
2d 624); and the surety collection cases 
(4 circuits; CA-10th in U. S. Fidelity and 
Guaranty Co., 201 F.2d 118, and Eschach 
Construction Co., 209 F.2d 347; CA-5th 
in General Casualty Co., 205 F.2d 753; 
and Fireman’s Fund Indemnity Co., 210 
F.2d 472; the CA-9th in Wm. Simpson 
Construction Co., 209 F.2d 908, and the 
CA-4th in Crosland Construction Co., 
217 F.2d 275). 

While a course of litigation involving 
more than two circuits has in some in- 
stances resulted in a final resolution fav- 
orable to the Government, and in oth- 
ers favorable to the taxpayer, a number 
of recent instances emphasize why it 
may be unwise, as a policy matter, to 
conform office position too quickly to 
adverse decisions of a court of appeals 
or the Court of Claims. For example, 
after the Court of Claims handed down 
its decision in Henry River Mills ((1951) 
96 F. Supp. 477), on the question of in- 
terest on a potential deficiency, this of- 
fice fairly promptly began following 
that decision in recommendations for 
administrative refund. Thereafter, how- 
ever, the issue was found to be more sig- 
nificant revenuewise than had at first 
been supposed, and defense was recom- 
mended in the Court of Claims again in 
Koppers Co. Meanwhile a taxpayer took 
the issue into a district court in Premier 
Oil Refining Co. and was unsuccessful 
in the fifth circuit ((1954) 289 F.2d 692), 
reviewing district court (northern dis- 
trict of Texas (1953) 407 F. Supp. 837). 
In view of the conflict thus created be- 
tween the decision in that case and that 
of the Court of Claims in Koppers Co. 
((1954) 117 F. Supp. 181), the issue was 
presented to the Supreme Court which 
ultimately decided the question in favor 
of the Government ((1955) 348 U.S. 254). 

A not dissimilar situation has been 
presented on the problem whether pay- 
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ments made by a stockholder on a guar- 
anty of his corporation’s debt consti- 
tuted a nonbusiness bad debt or a busi- 
ness loss. After sustaining adverse decis- 
ions in a number of circuits (3d in Pol- 
lak, 209 F.2d 57, 2d in Fox, 190 F.2d 
101, 5th in Edwards, 216 F.2d 794, and 
the 6th in Cudlip, 220 F.2d 565), and 
while steps were being taken to conform 
office position, a square conflict was 
created by the eighth circuit’s decision 
favorable to the Government, on August 
11, 1955, in Max Putnam (224 F.2d 947), 
and the taxpayer has now sought Su- 
preme Court resolution of this particu- 
lar problem. 

There appear sound reasons upon oc- 
casion for pursuing the Service position 
in more than one circuit. To illustrate 
considera- 
tions, the reasoning of the court of ap- 


the broader administrative 
peals in the particular case may, while 
leading to a result favorable to the tax- 
payer in the given case, still if applied 
to taxpayers for purposes of other pro- 
visions of the Internal Revenue Code 
redound to the benefit not of the tax- 
payer but of the Government. The cir- 
cuit court’s reasoning will not be accept- 
able to taxpayers in all situations and the 
law will not therefore be settled nor will 
further litigation necessarily be prevent- 
ed by the Government’s acceptance of 
the circuit court’s decision in such sit- 
uations. 

The present disposition of the Inter- 
nal Revenue Service not to accept the 
decision of the fourth circuit in Com- 
missioner v. Mariner §S. Eccles ((1954) 
208 F.2d 796) will illustrate such broader 
administrative considerations. The rea- 
soning of the fourth circuit in that case, 
to the effect that after an interlocutory 
decree of divorce the parties are not to 
be regarded as “legally separated under 
a decree of divorce’’ will of course bene- 
fit a taxpayer such as Mr, Eccles, claim- 
ing the right with his wife to file a joint 
return, just as a similar holding served 
to relieve the divorced wife of any obli- 
gation to include alimony payments in 
her gross income under the decision of 
the tenth circuit in the related case of 
Commissioner v. Alice Humphreys Evans 
((1954) 211 F.2d 378). However, an ap- 
plication of this same reasoning may, 
under a number of other sections of the 
1954 Code, benefit not the taxpayer but 
the Government, as for example in the 
case of the husband seeking a deduction 
on account of alimony payments under 
such a decree or claiming classification 
as head of a household, or of one claim- 
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ing a baby-sitting deduction, as well as 
in reducing the amount of a medical- 
expense deduction. 

In the latter situations acceptance by 
the Service of the fourth circuit’s reason- 
ing in the Eccles case will not normally 
be acceptable to a taxpayer, and further 
litigation will not thereby necessarily be 
prevented, even if there is reasonable 
assurance that other courts would follow 
these decisions. Such considerations were 
believed to justify further judicial test, 
looking toward an early and final reso- 
lution of that troublesome problem, ap- 
plicable uniformly across the country. 

Upon occasion, too, the administra- 
tive or revenue considerations are be- 
lieved to impel a further course of liti- 
gation. An instance is that of the South- 
west Exploration and Huntington Beach 
cases, recently decided by the Supreme 
Court. Here the ninth circuit and 
the Court of Claims had decided that 
the opposing parties to the same trans- 
action are both entitled to percentage 
depletion on account of the same net- 
payments. In 


felt 


pelled to pursue the question on both 


income-from-production 
this situation the Government im- 
sides of this transaction in order to pro- 
tect the revenue pending acceptance of 
the question by the Supreme Court for 
final resolution. 


The Wickes case 


Likewise regarded as of considerable 
importance revenuewise is the issue de- 
cided adversely to the, Government by 
the Court of Claims in the Wickes case 
((1952) 108 F. Supp. 616), to the effect 
that accelerated amortization under Sec- 
tion 124 of the 1939 Code is not neces- 
sarily limited to the amount certified as 
necessary to the national defense. While 
the Court of Claims has adhered to its 
position in Ohio Power ((1955) 129 F. 
Supp. 215), nevertheless as pointed out 
in our petition for certiorari in our case 
recently decided, the matter is one of 
considerable importance revenuewise, 
and an effort is being made to develop 
a conflict as quickly as possible in the 
case of National Lead ((1955) 23 T.C. 
123), on which appeal has been taken to 
the second circuit looking toward. ulti- 
mate Supreme Court resolution. 
Likewise in the case of the fifth cir- 
cuit’s adverse decision in the B. A. Car- 
penter case ((1955) 219 F.2d 635), on the 
taxability of patronage dividends, and 
that of the same circuit in Cherokee 
Brick ((1953) 218 F.2d 424), on the ques- 
tion of percentage depletion on finished 
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brick and tile, both questions are of far- 
reaching importance revenuewise and 
ones upon which continued litigation is 
believed fully justified. A similar course 
of litigation has been embarked upon 
in the complex situation involving the 
carryover or carryback of net operating 
losses and excess-profits credits following 
statutory mergers (in the CA-9th in 
Gallo Winery, 12 TCM 714; in the 
CA-Ist in 130 F. Supp. 705; and in the 
C.A.-8th in Libson Shops, decided March 
23, 1955, 55 CCH Par. 9458; and in the 
Court of Claims in Koppers Co., decided 
October 4, 1955, 55 CCH Par. 49153), 
where, now having prevailed in Libson, 
though not in Gallo, consideration is be- 
ing given to the matter of requesting 
Supreme Court review; and in the sit- 
uation involving application of split in- 
come to Section 107 computations for 
year 1948, following the adverse decis- 
ions in R. E. Lee Marshall ((CA-4, 1953) 
200 F.2d 648), and Stockly ((CA-3, 1955) 
221 F.2d 745), now in view of the very 
recent adverse decision of the CA-2 in 
the Mahler case consideration is being 
given to conforming office position to 
these decisions. In these and similar sit- 
uations such a course of litigation has 
been determined upon only after exten- 
sive consideration and is being pushed 
to as expeditious a conclusion as circum- 
stances permit. 

This office is well aware of the limited 
jurisdiction which the Supreme Court 
can and will assume in the federal tax 
field. Every effort is made to confine 
recommendations for certiorari to those 
instances in the need for final 
resolution by the Court is believed great- 


which 


administrative 
standpoint. As previously indicated, the 


est from an_ over-all 
great majority of adverse decisions are 
accepted as a matter of office policy. 
Where believed appropriate, legislative 
remedy is considered and recommended. 


Service sensitive to inconvenience 

In pursuing such a course of litiga- 
tion, this office is sensitive to the incon- 
venience to which some taxpayers may 
be put in protecting their rights-pend- 
ing final resolution of an issue. The 
problem of the Internal Revenue Ser- 
vice is a practical one of attempting to 
administer tax laws with consistency 
and uniformity, while at the same time 
avoiding resort to the processes of liti- 
gation where no useful purpose will be 
served. The above examples will serve 
to illustrate in small measure why it 
would not be consistent with these fun- 


damental objections for the Government 
to follow each and every adverse court 
of appeals decision, inasmuch as such a 
policy applied on a nationwide basis 
could only lead to confusion, unfairness, 
and complete lack of uniformity. 

The foregoing is, of course, intended 
to refer only to litigation functions with- 
in the proper sphere of the Office of 
Chief Counsel of the Internal Revenue 
Service and does not relate to functions 
in this area performed by the Depart- 
ment of Justice, which has the ultimate 
control over tax litigation in the courts. 


New decisions 





Tax may be collected from member of 
association taxable as corporation. The 
Commissioner taxed an association as a 
corporation and sought to collect the 
tax from taxpayer, one of its members. 


that the 
sioner’s position is inconsistent and that 
the tax should 


Taxpayer argued Commis- 


be collected as from a 
corporation. The court sustains the Com- 
that the 
power to tax 


missioner; it states Commis- 


sioner’s associations as 
corporations does not change their legal 
status. The members of an association 
Huber, DC 


are liable for its debts. 


Wash., 4/5/56. 

Only deficiency notice, not assessment 
of tax, required under Section 3801. A 
notice of deficiency was issued against 
the taxpayer under Section 3801 of the 
1939 Code (mitigation of the effects of 
the usual limitation period) because of a 
refund granted taxpayer’s husband for 
which taxpayer had already received the 
tax benefit. The taxpayer's contention 
that 3801 
must actually be assessed within one year 


was the tax under Section 
of the usual limitation period; the court 
holds that the deficiency must merely be 
determined within the year in the usual 
manner, ie., by sending out a_ notice 


of deficiency. Bishop, 26 TC No. 62. 


Insurance proceeds not subject to dece- 
dent’s tax liability. The court holds that 
the cash surrender value of decedent’s 
policy merged into the proceeds at death 
and that the 
supported the disappeared at 
death. Accordingly, decedent had no in- 
terest in the policy which survived. him, 


property interest which 


liens 


and the. proceeds are not subject to any 
lien for his taxes. [The extremely brief 
memorandum neither gives the facts nor 
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discusses the cases holding to the con- 
trary. Ed.] Hoper, DC IIl., 5/29/56. 


Withholding on back pay to Govern- 
ment employee proper; he can claim 
refund on tax return. Taxpayer was 
three times dismissed from his job as 
cost accountant and three times rein- 
stated with back pay. The General Ac- 
counting Office withheld income tax on 
his back pay. This the court holds was 
proper. Taxpayer can claim refund on 
his return, and if the refund is denied 
he can follow the usual procedure. Len- 
erette, Ct. Cls., 5/1/56. 


issessment of tax erroneously refunded 
is not subject to injunction. Taxpayer 
filed original and amended returns for 
one year, both showing overpayments. 
The Government erroneously refunded 
both amounts. Taxpayer now attempts 
to enjoin the Commissioner from assess- 
ing the amount erroneously refunded. 
He argues that he comes within the ex- 
ception to the prohibition against re- 
straining suits. That exception permits 

injunction when the Commissioner 


tempts to assess a deficiency without 


lowing certain procedures. The court 


yids that there is no deficiency here. It 


isons that the assessment of an amount 


hich the taxpayer says he has paid 


through withholdings and_ estimated 


ix) and which the Commissioner says 


has not paid (because tax was re- 


inded) is not the assessment of a de- 


ciency. Other contentions of taxpayer 
do not entitle him to an. injunction. 
Denton, CA-3, 6/29/56. 


Conviction sustained for perjury be- 
fore a special agent. Defendant was con- 
victed of perjury for giving false testi- 
mony to a special agent of the Bureau of 
Internal Revenue while under oath. 
\ffrming the conviction, the court finds 
that: (1) the special agent had authority 
to and did administer an oath to de- 
fendant; and (2) in not being advised 
of his right to counsel, defendant was 
not denied the right to counsel. Cooper, 
CA-8, 6/8/56. 

The court has jurisdiction although 
petitioners filed as executors and claim 
overpayment as transferees. Decedent 
died a resident of Great Britain. His 
will created trusts in the United States 
of which petitioners were ‘trustees. As 
the Code required, they filgd,,a, United 
States estate tax return:.as ;{executors” 
and paid the tax. The Gommissioner 


later asserted a deficiency, but now it 
appears that an overpayment had been 
made. The Tax Court rules that it has 
jurisdiction to find an overpayment in 
favor of the petitioners as trustees and 
transferees, even though they paid the 
tax as executors. The latter designation 
was merely for convenience in establish- 
ing the requirement for filing returns on 
behalf of nonresident decedents. Wilson 
Estate, 26 TC No. 31. 


Stockholder president did not “willfully” 
fail to pay over withheld tax; penalty 
not applicable. Taxpayer was employed 
as manager of four laundries in Shreve- 
port. In another town he owned a 
laundry whose management he delegated 
to an employee. When his company had 
financial trouble, he instructed the man- 
ager to deposit withholdings in a sep- 
arate bank account to be used only to 
pay them to the Government. Upon 
foreclosure of mortgages, taxpayer found 
that about $700 in withholding taxes 
had not been paid. The Commissioner 
asserted a 100% penalty on taxpayer. 
The court finds that though taxpayer 
may have been negligent he was not 
willful; the assessment of penalty was 


erroneous. Lary, DC La., 6/13/56. 

Jury finds reliance on bookkeeper not 
reasonable cause for failure to file esti- 
mate. The court charged the jury that 
reasonable cause for failure to file a 
declaration of estimated tax for three 
years means the exercise of due business 
prudence, in this case in the choice of 
a bookkeeper to handle the taxpayers’ 
tax affairs. Taxpayer's own good faith or 
ignorance of the law would not be 
reasonable cause. The jury finds for the 
Government and upholds the penalty. 
[1954 Code Section 6654 asserts only 
penalty for failure to pay. Ed.|] Brown, 
DC Fila., 5/25/56. 


Reliance on attorney doesn’t excuse late 
filing. Although the executors turned 
over the matter of filing the estate tax 
return to an attorney, they are not 
relieved from a delinquency penalty 
when the attorney failed to file the re- 
turn on time. Even laymen are charged 
with knowledge of when an éstate tax 
return must be filed. Ferrando, DC 
Calif.,.6/4/56. 

Similarly, a delinquency penalty is 
proper even though the attorney ob- 
tained an “oral extension of time” ‘in 


which to file the -return,..and filed: a) 


tentative return within .the statutory 
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period. The tentative return was so in- 
complete that it could not be regarded 
as being in compliance with the statu- 
tory requirements. Ferrari, DC, Calif., 
6/4/56. 


Tax Court upheld on ruling that re- 
liance on accountant is not reasonable 
cause for failure to file. Taxpayer did 
not file a declaration of estimated tax 
for the year 1950 until January 1951. 
He claimed that he had for many years 
relied on his accountant who filed all 
tax returns for him, and that for the 
year in question he had similarly placed 
all his papers in his accountant’s hands 
for this purpose. The Tax Court held 
that taxpayer was not excused by this 
reliance. Having filed declarations for 
seven years, and having anticipated no 
change in his income, he must have 
known of the necessity for filing. Mere 
placing of records in the hands of an 
acountant is not the exercise of ordinary 
care. This court affirms. The question is 
one of fact for determination by the 
Tax Court. Coates, CA-8, 6/19/56. 


leads to 
penalty for substantial underestimation 
of estimated tax. Taxpayers claim that 


Failure to file declaration 


they cannot be said to have under- 
estimated because they made no declara- 
tion and hence no estimate. The court 
holds that the imposition of the penalty 
for substantial underestimation is man- 
datory. [1954 Code Section 6654 im 
poses only a penalty for failure to pay 
estimated tax. Ed.| Peterson, DC Tex., 
5/29/56. 


Grunewald’s conviction for conspiracy 
to defraud upheld. The court denies, 
per curiam, petition for a rehearing of 
its afirmance of conviction. 

Dissent: There should be a new trial 
because of an error in the judge’s charge 
concerning the statute of limitations. 
The statute as to conspiracy is three 
years and as to prosecution for tax eva- 
sion, six years. The judge charged that 
the conspiracy ended more than three 
years prior to the indictment unless an 
integral part of the conspiracy was an 
agreement to conceal the acts of the 
conspirators. But such a charge could 
suspend the statute of limitations in 
conspiracy cases indefinitely by an act 
of concealment at any time if the jury 
found that the mere existence of a con- 
spiracy implies an agreement to conceal 
it. If the judge had charged properly, 
the jury might have inferred that the 
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acts of concealment were done, at least 
in part, to prevent prosecution for tax 
evasion. Such acts would have fallen 
under the six-year statute. Grunewald, 


CA-2, 6/1/56. 


Hardship to taxpayer is not circum- 
stance warranting injunction. Taxpayer, 
owner of a ranch and winery in Cali- 
fornia, sold his grapes to a New York 
corporation. The Commissioner assessed 
substantial income tax deficiencies and 
fraud penalties. Taxpayer’s explanation 
was that he issued duplicate weight 
receipts on certain loads to the manager 
of the corporation, and also deposited 
certain checks for the manager and 
turned over cash to him. Apparently 
this aided the manager in tax evasion. 
though 
nothing about it at the time. The at- 


taxpayer claimed he knew 
torney who represented the taxpayer 
in connection with the alleged defi- 
ciencies was the manager’s son, and on 
the insistence of this attorney taxpayer 
signed a Form 870 TS agreeing to defi- 
about $24,000 and a fraud 
penalty of about $12,000. The Commis- 


ciencies of 





FORMAL STUDY ISN’T ENOUGH 
THREE YEARS of law school training 
are inadequate to educate and equip 
the general practitioner to cope with 
specialized legal problems and he 
must, like members of other profes- 
sional groups, continue to study the 
constantly developing new fields. To 
study and at the same time carry on 
an extensive and demanding practice 
is almost an impossibility. The spe- 
cialized problems are not confined to 
metropolitan areas, but are found in 
all communities. Lawyers have been 
slow to recognize that they must take 
time from their practice and sponsor 
the various 
specialized fields of law, particularly 
in the field of taxation. In addition, 
they must at least acquaint themselves 


and attend institutes in 


with some publication in each spe- 
cialty. 

If lawyers are going to insist that 
they alone can practice tax law, then 
they must educate themselves to the 
degree where they can competently 
advise clients in this field or they will 
fail the public trust which they claim. 
It is no secret that many members of 
the legal profession have not as yet 
equipped themselves to assume this 
responsibility. . . . Charles F. Osborn 
in The Accounting Review. 
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sioner imposed a lien on the taxpayer’s 
property; in this action, the taxpayer 
seeks to enjoin the collection of the 
taxes deficiencies were a 
fraud on him and his lawyer repre- 
sented an adverse interest. The Second 
Circuit held that despite its sympathetic 
feeling for the taxpayer, the hardship 
imposed upon him is not so unusual as 
to warrant granting the injunctive relief 
over the specific statutory prohibition. 
Taxpayer could sue to recover any er- 
roneous taxes paid, and he could be re- 
compensated in money damages. Fur- 
thermore, Section 272(a) of the 1939 
Code, which permitted an injunction 
when a 90-day letter had not been is- 
sued, is not applicable. Taxpayer waived 


because the 


the restrictions on collection and assess- 
ment, and the Commissioner is entitled 
to act on that waiver without issuing the 
usual 90-day letter. Monge, cert. den., 
6/11/56. 


Three-year statute bars assessment. | Ac- 
quiescence] Taxpayer, a farmer, extend- 
ed the period of limitations for 1945 by 
signing Form 872 more than three years 
but less than five years after filing the 
return. However, the extension was in- 
valid; the year was closed because the 
Commissioner failed to meet his burden 
of proof that gross income from the 
farm, as distinguished from gross re- 
ceipts, was more than 25% of reported 
gross income. Romine, 25 TC No. 98, 
acq., IRB 1956-27. 


Government may sue transferees with- 
out prior assessment. As stockholders of 
a corporation, taxpayers received divi- 
dend distributions which rendered the 
corporation insolvent and unable to pay 
income tax on earnings prior to the dis- 
tribution, assessed thereafter. The Gov- 
ernment brought a_ collection — suit 
against the stockholders as transferees, 
but did not first assess the tax against 
them. The court holds that, although 
one of the prerequisites of a suit prior 
to assessment is that the transfer of the 
assets must have been made after accrual 
of the liability in question, in this case 
the stockholders may be charged with 
prior notice of a subsequently-assessed 
liability. They knew that the corpora- 
tion had earned income on which the 
tax would have to be paid. Seyler, DC 
Pa., 6/25/56. 


Tax Court has no power to vacate its 
own final decision; it is not a court. 
When taxpayer failed to file a petition 


a Tax Court decision 
within three months after it was ren- 
dered, the decision became final. The 
Tax Court thereafter vacated its deci- 
sion on the ground of excusable neglect 
and rendered a second decision to the 
same effect as the first. Taxpayer now 
appeals this decision. The Commissioner 
contends that the circuit court has no 
jurisdiction because the second decision, 


for review of 


the one being appealed, was invalid. The 
circuit court agrees. The Tax Court, it 
says, is not a court but an administra- 
agency therefore lacks the 
power of a court to vacate its own deci- 


tive and 
sion after it has become final. The court 
reviews the cases on the status of the 
Tax Court and refuses to follow Reo 
Motors v. Comm’r, 219 F.2d 610 (CA-6), 
which treated the Tax Court as having 
the inherent powers of a court. Lasky, 
CA-9, 6/13/56. 


Transferee liability on gift from hus- 
band. Finding that the taxpayer's hus- 
band had gratuitously transferred $68,- 
000 to her which did 
community property, the court holds 
taxpayer liable as transferee for the hus- 
band’s income taxes. A dissent questions 
whether the IRS has any equity in these 
funds since taxpayer had already used 
the $68,000 to pay her 
taxes to the Government. Santos, 26 TC 
No. 71. 


not constitute 


own income 


Must make timely claim for refund of 
taxes paid by deceased serviceman. In- 
come taxes paid by a serviceman who 
died while a prisoner of war may be re- 
funded under the special provisions of 
Section 154 (1939 Code). This section 
provides for remission of taxes on in- 
come for year of death and prior years 
of service in a combat zone. However, a 
timely claim for refund must be filed, 
taking into account the additional time 
allowed individuals serving in combat 
zone: the period of combat service plus 
180 days. [The ruling does not show the 
computation of limitation in this case, in 
which the serviceman’s family was in- 
formed three years after he died as a 
prisoner of war. Ed.] Rev. Rul. 56-323. 


Closing agreement not affected by retro- 
active legislation. A final and conclusive 
closing agreement is not affected by sub- 
sequent legislation retroactively ap- 
plicable to the taxable period to which 
the agreement relates if such legislation 
is silent as to its effect on closing agree- 
ments. Rev. Rul. 56-322. 
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New Regs. open Pandora’s Box of trouble 


for IRS in taxation of Grandfather trust 


sre REGULATIONS under Sections 
678 and 662 would tax Father where 
Grandfather establishes trust for Grand- 
children, whether Father or an _ inde- 
pendent trust company is named trustee. 
This and other provisions of the pro- 
posed Regulations according to William 
jr.. [4 JTAX $30] are 
not only of questionable validity, but 


S. Moorhead, 


promise to involve the IRS in a lot of 
trouble. Mr. Moorhead, a Pittsburgh at- 
torney, sends us these comments on the 
new Regulations: 

“I raised some question as to whether 
a non-grantor was subject to income tax 
on the income of a trust where the in- 
come was or could be used for support 
of non-grantor’s dependents,” says Mr. 
Moorhead, “in an article in your June 
issue of this year. It seems to me that 
the Commissioner has opened a Pan- 
dora’s Box of troubles for the IRS. It 
looks to me as though the proposed 
Regulations indicates that the IRS may 
attempt to impose a tax where none 
was imposed under the 1939 Code. I 
think this means we must all review 
estate plans and existing trusts if these 
proposed Regulations are made final.” 

The following hypothetical problem 
raises the problem clearly, says Mr. 
Moorhead: Grandfather establishes a 
trust, naming his son, Father, as trustee 
and Father’s wife and minor children as 
beneficiaries. 

In his article, he raised the questions 
as to whether Father was subject to any 
income tax under Section 678 of the 
Internal Revenue Code of 1954. 

After this article was written the Com- 
missioner issued proposed Regulations 
(Federal Register May 2, 1956, wherein 
the following positions are taken (Reg. 
Section 1.678(c)-1): 


t. If Grandfather names Father as 


trustee or co-trustee of a trust for the 


benefit of Grandchildren, Father is tax- 
able to the extent that the income is 
used for the support of Grandchildren, 
and 

2. If Grandfather names trust com- 
pany as trustee but gives Father a power, 
exercisable in a nonfiduciary capacity to 
apply the income for the support of 
Grandchildren Father is taxable on all 
of the trust income whether so used or 
not. 

The validity of Regulations 
could well be disputed for the reasons 


these 


stated in the article. However, it is clear 
that estate planners must accept the 
Regulations in devising estate plans for 
their clients. 

There is, however, an even more 
dangerous tax trap for estate planners 
contained in the recently published pro- 
posed Regulations. 

If Grandfather establishes, by will or 
deed, a trust with trust company as 
trustee and Grandchildren as _ benefici- 
aries, is any of the income taxable to 
Father? 

The court decisions under the 1939 
Code would 
Father is not taxable.! 


definitely indicate that 


Reasoning in such cases 

The reasoning in these cases is that 
because the non-grantor (Father in our 
hypothetical case) never had any owner- 
ship or control over the trust res or its 
income he should not be subject to tax. 

This result was reached in the fore- 
going cases even though Section 39.162- 
1(f) of the Regulations under the 1939 
Code provided as follows: 

“Any income of an estate or trust for 
its taxable year which during that year 
may be used, pursuant to the terms of 
the will or trust instrument, in the dis- 
charge or satisfaction, in whole or in 
part, of a legal obligation of any person 
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is, to the extent so used, taxable to such 
person as though directly distributed to 
him as a beneficiary, except in cases to 
which section 22(k) or section 171 ap- 
plies. See Sections 39.167-1, 39.171-1, 
and 39.171-2.” 

So far as I am able to discover, Regu- 
lation Section 39.162-1(f) under the 1939 
Code has never been cited or relied 
upon by any court. In fact the only rele- 
vant decisions reached a result contrary 
to this Regulation, at least if the words 
“legal obligation” be construed to in- 
clude the somewhat vague legal obliga- 
tion of support. 

However, without any apparent rea- 
son, in the 1954 Code, the foregoing 
Regulation is expanded under Section 
1-662(a)-4 of the proposed Regulations 
which read in part as follows: 

“Amounts used in discharge of a legal 
obligation.—Any amount which, pur- 
suant to the terms of a will or trust 
instrument, may be used in full or par- 
tial discharge or satisfaction of a legal 
obligation of any person shall, to the 
extent so used, be included in the gross 
income of such person under section 
662(a)(1) or (2), whichever is applicable 
as though directly distributed to him as 
a beneficiary, except in cases to which 
section 215 or section 682 applies. The 
term ‘legal obligation’ includes a legal 
obligation to support another person if, 
and only if, the obligation is not affected 
by the adequacy of the dependent’s own 
resources. For example, a parent has a 
‘legal obligation’ within the meaning 
of the preceding sentence to support 
his minor child if under local law prop- 
erty or income from property owned by 
the child cannot be used for his sup- 
port so long as his parent is able to 
support him. 

The legal basis for proposed Regula- 
tion is, in my opinion, questionable. 

Furthermore, I question the wisdom 
of attempting to impose an income tax 
in this situation. Suppose that the trust 
company as trustee is directed to use the 
income to pay for the education of 
Grandchildren and the income is sufh- 
cient to send them to boarding school. 
Is Father's “station in life” such that a 
boarding school education is his legal 
obligation or would a high school or 
local private school satisfy his legal obli- 
gation. Or, suppose Grandfather estab- 
lishes a trust for the benefit of his 


1 Allen v. Nunnally, 180 F2d 318 (5th Cir 1950); 
Stern v. Comm’r, 137 F2d 43, 45 (2d Cir 1943); 
and Frank E. Joseph, 5 TC 1049 (1945). These 
cases are discussed in 4 JTAX 330 at 331-2. 

2 Except where separate returns are filed, this 
question is unlikely to cause difficulty. 
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daughter. Is her husband liable for in- 
come tax if the income is used in the 
purchase of a fur coat or jewelry for 
her.? 

Chere cannot be any uniform applica- 
tion of these Regulations because they 
depend upon varying local law and con- 
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situations which 
will, in every instance be unique. 

To attempt to extend the law in the 
manner suggested by the proposed Regu- 


sideration of factual 


lations does not appear to be in the 
interests of wise administration of 
federal taxation. vv 


Government brief opposing Linde certiorari 


does not affect applicability of Section 691 


I J. NELSON YOUNG’s comments on the 
Linde case [4 JTAX 160] he paid 
particular attention to the circuit court’s 
dictum which raised the possibility that 
cash-basis de- 


inventories owned by a 


cedent at the time of his death are to 


income in 
Section 69] 


be treated as respect of a 


decedent unde1 so that the 


entire proceeds of sale will be included 


in the income of the estate or bene- 


ficiaries. Among the five factors which 
led Mr. Young to believe that Section 
691 is not applicable was the language in 
the Government’s brief in opposition to 
the taxpayer’s application for certiorari. 


He numbered that factor number “3.” 


This prompted an objection from 
Frank C, Scott, CPA from Stockton Cali- 


fornia. He wrote: 


“I am grateful for anything that 


brings to public attention the precedent- 


smashing dicta in Judge Pope’s opinion 


in the Linde case. 


“I am, however, not very much re- 


assured by the five factors which you 


mentioned in your article. Specifically, 
as to the third factor supported by a 
statement from the Government’s brief 
in opposition to the application for cer- 


tiorari, it seems apparent that that view 


was the view of the Tax Department of 
the 
that of the 


Attorney General's office and not 


3ureau of Internal Revenue. 


Pre-1931 trausfer taxable; retained life 
estate was coupled with reversionary in- 
terest. Decedent created a trust in 1923 
in which he retained a life estate. He 
also had the power, if his wife or son 
predeceased him, to name new benefici- 
aries of the remainder interests, except 
or his 
creditors. This court holds that the life 
estate, being pre-1931, does not make the 


that he could not name himself 


corpus taxable. But the power to name 


For example, I know of two recent 
instances in the San Francisco district in 
which the date-of-death value of grow- 
ing crops has been disallowed in com- 
from the 
sales of such crops. I have also recently 
Mr. Leonard M. 


Rieser of the Chicago Bar that there is 


puting the gain to estates 


been informed by 
pending in the Des Moines division a 


case in which the Revenue Service is 
attempting to tax the sale of raised 
cattle without allowing a deduction of 
the date-of-death value. 

“Upon reading Judge Pope’s opinion 
I immediately recognized the implica- 
tions thereof in destroying the date-of- 
death bases of the inventories of cash- 
basis decedents, and I attempted to have 
the provisions of Section 691 of the 1954 
Code modified to overrule Judge Pope’s 
doctrine of ‘income in respect of de- 
The bill the 


was then con 


cedents.’ which became 
Code 


sideration by the Senate Committee on 


under executive 


Finance. The bill had, however, prog- 
ressed too far to effect modification in 
the the 


that 


enactment of Code; but since 
bill the 


Committee on Ways and Means at each 


time a has been before 
session of the Congress. The bill intro- 
duced by Representative Leroy Johnson 
during the last Session 


which recently 
ended H.R. 1805. w 





alternate beneficiaries was a reversionary 


interest. Since its actuarial value was in 
excess of 5%, of the corpus, the entire 
corpus is taxed to decedent's estate. Cos- 


tin, CA-7, 7/3/56. 


Mere ledger credits do net constitute 
completed gifts. From 1943 to 1949 the 
taxpayer annually credited his daughters 
in his ledger with $3,000 each. There 
was no delivery of property of any kind 


the trans- 
the amount of the ac- 
cumulated credits. The lower court held 
that the gift was made in 1950. The led- 
ger credits in prior years were not com- 
pleted gifts. The penalty for failure to 
file returns was also applicable; the tax- 


until 1950, when 


ferred stock in 


taxpay er 


payer did not show that he relied in 
good faith on counsel or expert accoun- 
tants. This court affirms. Woolsey, CA-2, 
3/28/56. 


Retained life interest valued by actuar- 
ial tables; cost of commercial annuity 
not proper measure. Taxpayer created a 
trust of $100,000 providing for $400 
monthly payments to him for life, re- 
mainder to his heirs. In valuing the re- 


mainder for gift tax purposes, taxpayer 


used the cost of a commercial annuity 


of $400 a month to value his interest; 
the cost being $93,000, he valued the re- 
mainder at $7,000. This 
that factors 
the cost of commercial annuities, and it 


court finds, 


however, other determine 
approves the use of the annuity tables 
set forth in the Regulations. This ruling 
results in a valuation of $42,000 for the 
Bowden, CA-5, 


taxable remainder. 


6/30/56. 


Grantor released life interest in post- 
1931 trust in contemplation of death; 
full trust includible in estate. In 1943, 
decedent transferred a parcel of real es- 
tate to his son, reserving a life estate. 
In 1951, admittedly in contemplation of 
The 
IRS holds that, since the property would 


death, he released the life estate. 


have been taxable in decedent's estate 
before the release, a release made in con- 
templation of death was ineffective to 
remove it from the taxable estate. The 
ruling cites the provision of the Tech- 
nical Changes Act, which makes certain 
releases not in contemplation of death, 
as indicating that such releases are ordi- 
narily subject to estate tax if in contem- 
plation of death. Rev. Rul. 56-324. 


No exclusion for corpus given in trust 
(donee must survive to take) or for in- 
terest in income (possible corpus in- 
vasion prevents valuation). Taxpayer 
created trusts for his grandchildren. In 
each trust, the trustee was to distribute 
the income currently to or for the bene- 
fit of the beneficiary, and he was also 
empowered to make distributions of 
corpus at his discretion. The grandchild 
would get the corpus at age 25, if living. 
Since the enjoyment of principal might 
be deferred, it was clearly a future inter- 
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est and thus did not qualify for the 
$3,000 annual exclusion. No exclusion 
was allowable for the income interest 


yecause the invasion power made it im- 
possible to value this present interest. 
Under the 1954 Code, a gift to a minor 
is not a future interest if the income 
property may be expended for his bene- 
fit during minority or pass to him or to 
his estate at 21. Ed.] Herrmann, CA-5, 


6/28/56. 


Power to invade charitable corpus re- 
mote; deduction allowed. Decedent left 
the residue of his estate in trust, income 
to his sister for life, remainder to Johns 
Hopkins University. His sister also had 


the right to invade corpus to the extent 


»f $3,000 a year, and the trustee could 
further invade corpus for her “welfare 
and comfort,”’ considering her own re- 
sources. This latter power, the court 
holds, was governed by a fixed standard; 
the possibility of its exercise considering 
her means and way of life was so remote 
as not to diminish the charitable re- 
mainder. The estate was accordingly 
allowed a charitable deduction for the 
present value of the remainder reduced 
by the $3,000 annual right of invasion. 
Weglein Estate (Mercantile Safe Deposit 


Tr. Co.) DC Md., 6/21/56. 


Charitable 
income beneficiary had unlimited in- 


remainder disallowed; life 


vasion right. Decedent’s will bequeathed 
the residue of the estate to his sister, 
with remainder to Syracuse University. 
Che sister was given the right to invade 
principal “for any purpose which may 
add to her comfort or convenience.” Al- 
though the sister lived frugally and was 
unlikely to require an invasion of prin- 
cipal, the will contained no standard 
limiting her right to invade. Therefore 
the interest of the charity in the re- 
mainder could not be valued and no de- 
duction was allowed for a _ charitable 
cift. In fact, the sister died shortly after 
the decedent without ever invading prin- 
cipal, and the charity actually received 
the entire residuary estate. Sadler Estate 
(Seubert, Admr.), CA-2, 5/11/56. 


No marital deduction despite power of 
invasion. During his lifetime decedent 
created a revocable trust providing that 
after his death the trust should continue 
for the benefit of his children and his 
wife. The wife was given the power to 
invade principal of the trust up to one- 
half the value at any time. The children 
were given a remainder interest. This 


power in the wife did not qualify for 
the marital deduction because it was 
only a terminable interest. It did not 
meet the requirements of a power of 
appointment. 

Decedent's will provided for the resi- 
due to be paid to the wife. However, 
since there was no residuary estate for 
probate after the payment of debts and 
estate taxes, the widow received no 
assets which could qualify for the mari- 
tal deduction. This result could not be 
circumvented by the trustee of the 
aforementioned trust agreeing to pay the 
estate taxes to create a residuary estate, 
because in that event the amounts re- 
ceived by the widow would not have 
passed from the decedent and _ thus 
would not be eligible for the marital de- 


duction. Wheelcr Estate, 26 TC No. 55. 


Wife’s invasion power qualifies for mar- 
ital deduction. Decedent left the residue 
of his estate in trust and provided that 
could invade if she 


his wife corpus 


should require additional sums, and that 
“she and she alone shall be the judge 
of how much shall be required.” The 
court holds that the wife held a general 
power of appointment over the trust 
which qualified for the marital deduc- 
tion. Ellis Estate, 26 TC No. 85. 

No marital deduction; wife's power 
covered only a portion of trust. A rev- 
ocable trust which the decedent created 
is included in his gross estate. Under 
the terms of the trust, decedent's wife 
had power of appointment over a _ por- 
tion of the trust equal to one-half of 
the gross estate for Federal tax pur- 
poses. Since this was a single trust, a 
power of appointment over a portion 
does not qualify for the marital deduc- 
tion. [The 1954 Code permits a marital 
deduction for a power over a_ portion 
of a trust. Ed.] Sweet, CA-10, 5/26/56. 


Trust for student nurses is charitable. 
Decedent’s will bequeathed a fund in 
trust for the payment of $100 or $150 to 
each of the student nurses in training 
at a certain hospital. Although the pay- 
ments could be used by the nurses in 
any way, the trust was for the benefit of 
a general class. The court construes the 
provision for charitable deductions lib- 
erally and allows the deduction. Davis 
Estate, 26 TC No. 67. 


Estate not opened by Technical Changes 
Act; decedent retained life income in 
trust. Decedent’s estate paid estate taxes 
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based on the inclusion of the corpus of 
a trust created by decedent in 1925, in 
which she reserved a life interest. Al- 
though the Technical Changes Act of 
1949 granted an extended statute of 
benefit of 
changes it made for pre-1931 trusts if 


limitation to claim the 
the creator died before 1950, it did not 
apply to this situation because the de- 
The 
claim for refund was therefore properly 
denied. de Navaillies Estate (Crocker, 
Admr.) DC Mass., 3/29/56. 


cedent retained a life interest. 


Compromised estate tax was based on 
possibility of reverter; refund allowed 
Technical 
Technical Changes Act of 


under Changes Act. The 
1949 grants 
relief in certain cases where a transfer in 
trust made during life had been included 
in the gross estate because of a_pos- 
sibility of reverter which is worth less 
than 5%, of the total corpus. Taxpayer 
claimed a refund under this provision. 
The court overrules the Commissioner's 
three arguments: (1) that refund was 
barred by the waiver of restrictions on 
assessment signed by taxpayer and the 
Commissioner; the court said that the 
waiver which was not signed by the 
Secretary of the Treasury was not a 
binding closing under the 1939 Code; 
(2) the taxpayer was barred by equitable 
estoppel; if the Technical Changes Act 
applies even the defense of equitable 
estoppel is barred; and (3) that the case 
was compromised on a_ theory not 
affected by the Technical Changes Act, 
i.e., that the decedent retained a life 
income; the holds that 


court corre- 


spondence during negotiations shows 
that settlement was based on the exist- 
ence of the possibility of reverter. Thaw 
Estate, (Bank of N. Y., Extr.) DCN. Y., 


5/29/56. 


State death taxes did not reduce widow’s 
share; full amount allowed for marital 
deduction. Decedent's widow elected to 
take the 
against the will. 


statutory one-third interest 
\ Pennsylvania court 
having jurisdiction ordered that no 
federal estate taxes be offset against her 
share because it qualified for the marital 
deduction. It follows that the full one- 
third, the widow’s share, is allowable for 
the marital deduction undiminished by 
any part of the state tax. Babcock Estate, 


CA-3, 6/21/56. 


Jury finds for taxpayer on contempla- 
tion-of-death issue. Decedent had trans- 
ferred two parcels of land to his sons 
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several years before he died. He con- 
tinued to retain the rents, but the sons 
testified this was compensation to the 
decedent for services. The jury finds that 
one parcel was transferred for an ade- 
quate consideration and that the other 
was neither transferred in contempla- 
tion of death nor with possession re- 
tained. Consequently, neither parcel is 
includible in the gross estate. Goethe 
Estate, DC Fla., 5/3/56. 


IRS will not follow Kohl holding that 
payment-of-premiums test is unconsti- 
tutional. The IRS announces that it will 
not follow Kohl, 226 F2d 381. That case 
held that it was unconstitutional to in- 
certain in- 


clude in decedent’s estate 


surance he had given away but on 


which he had paid premiums. The case 
certain 
Rul. 56-250. 


was not appealed because of 


procedural defects. Rev. 


Beneficiary entitled to proceeds of trust’s 
sale has future interest. Taxpayer trans- 
ferred stock of a family corporation to 
trustees pursuant to an agreement under 
which the corporation was to purchase 
at book value not more than $3,000 stock 
each year and the trustees were to pay 
over the proceeds to three of the tax- 
payer’s children. The purpose of this 
agreement was to give taxpayer’s other 
two children control of the corporation 
and at the same time to provide funds 
for the three beneficiaries. The interests 
of the three children are held to be 
future interests and not entitled to the 
$3,000 annual exclusion. The benefici- 
aries have no immediate right to the 
enjoyment of the property because the 
corporation retained considerable discre- 
tion as to the time of realization of the 
proceeds by them. Goldstein, 26 TC No. 
60. 


Actual life expectancy used, not table; 
annuitant was ill. Decedent had entered 
into a contract with his employer calling 
for $15,000 payments annually to his 
widow for her life after his death. The 
widow was 44 years old when decedent 
died. In valuing this annuity, the court 
uses her actual life expectancy of ten 
years based on her physical condition, 
rather than normal life expectancy of a 
44-year old woman based on mortality 
tables. Dalton Estate, DC Ind., 4/20/56. 


New rule for computation of decedent's 
tax in joint return. When the surviving 
spouse files a joint return with a de- 
cedent for the year of death, decedent's 





September 1956 


share of the tax on this return must be 
computed to determine if he had under- 
paid or overpaid his taxes at date of 
death. An overpayment would be an 
estate asset; an underpayment a liability. 
The IRS has changed its views as to the 
proper method of computing decedent’s 
share of the joint tax. It had previously 
held in Rev. Rul. 54-382 that it was the 
same percentage of the joint tax as 
decedent’s net income was of joint net 
now holds that decedent's 
that proportion which a 
separate tax on his income would be 


income. It 
liability is 


of total taxes on both taxpayers if each 
filed a separate return. Rev. Rul. 56-290. 


Special consultant to Army not a mem- 
ber of armed forces; no estate abate- 
ment. Decedent, who was a special con- 
sultant on the use of gliders for troop 
movement, was killed in a glider acci- 
dent. The appeals court found that he 
retained his civilian status, and_ his 
estate thus was not entitled to the ex- 
emptions for those dying while members 
of the armed forces. 

Decedent’s estate included policies 
which he owned on his father’s life. The 
estate contended these policies were to 
the 
amount to present value based on life 


be valued by discounting face 
expectancy, but in an amount not less 
The court, 


however, agrees with the Commissioner 


than cash-surrender value. 
that the valuation should be based on 
the cost of replacing the policies by pur- 
chase or by reference to the reserve main- 
tained by the This latter 
method has been upheld for purposes of 
gift tax valuation. du Pont Estate, CA-3, 
5/16/56. 


company. 


Capital gain on satisfaction of “for- 
mula” deduction. Where a will pro- 
vides for a bequest in trust for decedent's 
wife equal to the maximum amount 
deduction for 
Federal estate tax purposes, the Service 


allowable as a marital 
holds that the bequest is for a fixed 
dollar when the 
executor sets aside in satisfaction of this 
bequest assets which have appreciated 


amount. Therefore, 


since the date of death, capital gain is 
realized. Rev. Rul. 56-270. 


Valuation of stock of family corpora- 
tion. Considering such factors as the 
company’s net worth, earning power, 
management and future prospects, the 
court fixes a valuation for gift tax pur- 
poses of stock in a closely-held corpo- 
ration. The taxpayer reported the gift 


at $250 a share; the agent fixed it at 
$900. Taxpayer’s witnesses gave a value 
of $375 and Government experts re- 
treated to $650. The court fixes $540. 
Kieckhefer, DC Wisc., 4/13/56. 


Exercise of limited power over corpus 
doesn’t make transfer of income taxable. 
Taxpayer had the right to income from 
a trust and a power to appoint the 
corpus to his descendants. He made such 
an appointment in 1951 the 
Appointment Act became 
The Commissioner conceded 
the power was “limited,” not general, 
and that no gift tax was therefore in- 
curred. But he argued the power re- 
lated to corpus; the taxpayer, he claimed, 
should be taxed on the value of the life 
income he gave away. The court holds 


after 
Powers of 
effective. 


the income automatically goes with the 
corpus; the entire transfer is an exercise 
of a limited power and is nontaxable. 


Self, Ct. Cls., 6/5/56. 


Trial necessary to determine value of 
remainder interest. Taxpayer created a 
short-term trust authorizing the trustee 
the 
needs” of the income beneficiary. In 


to invade corpus “for essential 
valuing the interest given to the bene- 
ficiary for gift tax purposes, a trial of 
the facts is necessary to determine the 
possibility of invasion. McHugh, Ct. Cls., 
6/5/56. 


No $3,000 exclusion on gift to corpora- 
tion. Taxpayer's two brothers and their 
worth 
$640,000 to a corporation of which they 


wives contributed farm lands 
owned 40% and their 11 children 60%. 
The 


donee, the corporation, that four ex- 


Tax Court found there was one 
$3,000 were allowable, and 
that the gift was 100% of the value, not 


merely 60%. This court agrees that the 


clusions of 


transactions were gifts, but it finds there 
need to the 
of donees because no $3,000 exclusions 


is no determine number 
are allowable. These are gifts of future 
interests because enjoyment is dependent 
on the declaration of dividends. Since 
taxpayers owned 40%, of the corporation 
stock, the taxable gift is 60% of the 
value of the lands transferred. Heringer, 
CA-9, 6/7/56. 


Gift tax on remainder of alimony trust 
to adult daughter. Pursuant to a di- 
settlement, taxpayer created a 
trust with income payable to the di- 
vorced wife for life and the remainder 
to their adult daughter. Since taxpayer 
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the 


was under no obligation to support his 
adult daughter, the value of the re- 
mainder created for her benefit pur- 


suant to the divorce decree was without 
consideration and subject to gift tax. 
Che limited power of invasion held by 
the wife does not diminish the value of 
the remainder because it was based on 
conditions which the court feels are re- 
mote. Wiedemann, 26 TC No. 70. 


Decedent’s will gave community prop- 
erty to son; widow’s acquiescence a gift. 
Under her husband’s will, taxpayer was 
given a $35,000 bequest plus a life inter- 
est in the residue. However, the husband 
treated community property as his own 
and includible in this residue. When 
taxpayer elected to take under the will 


rather than to take her share of the com- 
munity property, the court holds, she 
made a gift to her son, the remainder- 
man of the trust. The gift was equal to 
the value of her share of the community 
property less the value of all interests in 
both her and her husband’s shares which 
she retained under the will. Siegel, 26 
TC No. 91. 


Notes given without consideration are 
not deductible claims. During his life- 
time, decedent had given his wife and 
children interest-bearing promissory 
notes. Since these notes were not con- 
tracted for consideration, they do not 
constitute claims against the estate which 
are deductible for estate tax purposes. 
Embry, DC Ky., 4/30/56. 


New trusts & estates decisions 





Trusts were sham; income taxed to 
grantor. Taxpayer alleged that he had 
formed three trusts for the benefit of 
his wife and two sons, and had given 
each trust a $10,000 interest in a pin- 
ball partnership in which he was as- 
sociated. On the facts the court finds 
that the arrangement was a sham and 
that the amounts allegedly receivable by 
the trusts were compensation from the 
partnership due and payable to the 
taxpayer. Paster, TCM 1956-144. 


Legatees’ right to income not absolute; 
executors may require refunding bonds. 
Acquiescence| Income earned by an 
estate in administration was not “cur- 
rently distributable” to the legatees be- 
cause the executors were given a dis- 
cretionary power to require refunding 
bonds before distributing any of the 
income. This 


power prevented the 


legatees from having at any time a 


present absolute right to receive income. 
‘They were therefore not required to in- 
clude in their returns amounts in excess 
of the income actually distributed. Hill, 
24 TC 1133, acq., IRB 1956-23. 


Estate ends on release of executor; dis- 
tributions found to be corpus. [Acquies- 
cence| Taxpayer, the sole beneficiary of 
her husband’s estate, gave the executor 
a general release in 1948. No final ac- 
counting was ever filed and the court 
never ordered his discharge. The court 
finds that the administration of the es- 
tate ended in 1948. Accordingly, the net 
income of the estate for 1948 and 1949 
is taxable to the widow as her own. Dis- 
tributions to the widow in 1947 charged 
against the principal of the estate was 
not distributable income to her because 
the will made no provision for distribu- 
tion of income. Herbert, 25 TC No. 92, 
acq., IRB 1956-27. 


MISCELLANEOUS DECISIONS 


Write-off of intangibles against capital 
surplus results in stamp tax on subse- 
quent increase in stock. Taxpayer's 
original capital was about $870 million. 
In the early 30’s it issued stock for prop- 
erty with a value in excess of par and 
treated the excess of $81 million as 
capital surplus. It reduced its par in 
1938 from $100 to $75 and transferred 
about $217 million to capital surplus, 
making it $298 million. In 1949 it re- 
turned the par to $100, but since the 
capital surplus had been depleted to 





$38 million by a write-off of intangibles 
in 1938 it had to take about $179 mil- 
lion from earned surplus. The court 
sustains the stamp tax on original issue 
on the shares represented by the $179 
million and by the proportion of the 
original capital surplus ($81 million) not 
used by the write-off (81/298 x 38). 
The taxpayer argued that the write-off 
of intangibles against capital surplus 
was erroneous; it should have been 
charged to earned surplus. Had that 
been done, the capital surplus arising 
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from the reduction in par (on which tax 
had been paid) would be available for 
this issue. One judge, dissenting, argues 
that bookkeeping should not obscure 
the fact that taxpayer merely restored 
a reduction in par. U. S. Steel, Ct. Cls. 
6/5/56. 


Government upheld in suit to collect 
taxes from administrator of decedent’s 
estate. The court finds that withholding 
taxes and income taxes incurred by both 
the decedent and his administrator after 
his death are properly collectible, the 
taxes incurred by the administrator be- 
ing classed as a cost of administration 
and the decedent’s taxes being classed 
as a debt due the United States. Unpaid 
federal taxes, including fraud penalties, 
do not abate upon the death of the tax- 
payer. Street, DC IIL, 3/19/56. 


Ordinary treatment processes for clay 
depletion includes burning and loading 
brick. Percentage depletion is computed 
on gross income from mining, includ- 
ing ordinary treatment processes. The 
court finds that only a minute amount 
of clay is sold prior to baking into brick. 
Gross income must therefore be com- 
puted at that point. Sapula Brick & 
Tile Corp., DC Okla., 5/8/56. 


Withholding when employee absent dur- 
ing payroll period. If an employee loses 
part of his regular weekly wages because 
of sickness, the withholding tax for that 
week is to be computed on the basis of 
a weekly payroll period on the wages 
actually paid. Absence for a portion of 
the week does not change the payroll 
period from a weekly period to a daily 
period. Rev. Rul. 56-272. 


Organization holding real estate for 
club may be tax-exempt. An organiza- 
tion set up by a tax-exempt lodge or 
social club to own, operate and manage 
a club building, and to conduct club 
activities, may itself qualify for tax 
exemption. Rev. Rul. 56-305. 


No excise tax if buyer uses goods as pre- 
miums. Taxpayers sold novelties used by 
the buyers as premiums, door prizes, etc. 
Many of the items were jewelry, toilet 
articles and luggage subject to retailer 
excise taxes. The Commissioner argued 
that Congress intended to collect these 
taxes at some point. The court holds, 
however, that taxpayer was not selling 
at retail and that the tax could not be 
imposed on him. Gellman, CA. 
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State & local taxation 


EDETED BY JOSEPH P; STAPCHINS KAS 





Taxation of interstate bi:siness still 


confused despite Spector and other cases 


kK YEARS have passed since Spector 
Motor Service v. O’Connor (340 U.S. 
602) was decided by the United States 
Supreme Court. Yet there is even today 
little more than speculation as to the 
application of that decision to fact situa- 
tions which are not identical and to 
state taxes which are not precisely like 
the Connecticut franchise tax there in- 
volved. The full measure and flavor of 
the Spector case may not be developed 
until ten, twenty or even more years 
have passed. 

The United States Supreme Court de- 
cided Spector on March 26, 1951. The 
taxpayer of that case was engaged in 
interstate commerce in Connecticut and 
its business in that state consisted solely 
of interstate commerce. The tax in- 
volved was computed at a rate which 
did not discriminate against or burden 
interstate commerce, and was imposed 
on that part of the corporation’s net 
attributable to its 
State of 


held that the 


income reasonably 
within the 
The Court 


tax was invalid. 


business activities 


Connecticut. 


Stating that this was not a matter of 
held 


dence” of the tax provided the answer 


“labels”, the Court that the inci- 
to-the question. ‘The courts of Connecti- 
cut had held that the franchise tax in- 
volved attached solely ‘to the franchise 
of the taxpayer to do business in the 
State.of Connecticut under the language 
of the statute which provided that every 
corporation should pay a tax upon its 
franchise for the privilege of carrying 
on oer-doing business within the state. 
The majority opinion stated that in the 
field of interstate. commerce, not only 


by ROBERT E. FRIOU 


reason but long-established precedent 
pointed to the desirability of keeping 
interstate commerce free from state taxa- 
tion. 

Is it material that the statute involved 
in the Spector case specifically required 
payment for the privilege of doing busi- 
ness in Connecticut? Such business was 
solely interstate business. Suppose that 
the words “. upon its franchise for 
the privilege of carrying on or doing 
business within the state” had not ap- 
peared in the statute and suppose the 
Connecticut court had not held that the 
tax was a privilege tax. Would the result 
have then been different? Would not the 
incidence of the tax have been just as 
much on the receipts. from interstate 
commerce regardless of nomenclature? 
Is it possible that the fifteen offending 
words alone made the tax invalid but 
that the omission of these words would 
have saved the tax? Is it the incidence 
of the tax as determined by the lan- 
guage of the statute, or is it the inci- 
dence of the tax determined by its effect 
upon a particular taxpayer under the 
facts in its case, which determines the 
validity of the application of the tax? 

Would the result have been different 
if Spector had conducted some local ex- 
press service between points in Connec- 
ticut? In obiier dicta the court stated 
that in such, case a tax might be validly 
imposed on the local business but meas- 
ured, within reasonable limits, by both 
the local and the interstate business. 
Sut, as the minority opinion asked, why 
disregard the extensive local activity 
carried on by Spector? It had a large 
local payroll, it maintained terminals to 


handle freight, it owned and operated 
locally registered pickup trucks and it 
made extensive use of the Connecticut 
highways. Surely, suggested the minority 
opinion, the federal constitution does 
not intend that there should be no pay- 
ment for these privileges. Should the 
controlling weight in such a case be 
fact that these local 
activities are in the “interstate flow” of 


attached to the 


commerce whereas less extensive activ- 
ity, which amounts to a more complete 
local business transaction, would entitle 
the state to tax all the apportioned in- 
come from both kinds of business? The 
minority of the Court claimed that the 
majority opinion was in fact based upon 
the label given the tax by the Connec- 
ticut court and that the majority opin- 
ion disregarded the true incidence of 
the tax which was, it was said, a legiti- 
mate subject of state taxation. 

On April 5, 1954, the Supreme Court 
(347 U.S. 357) decided Railway Express 
Agency v. Virginia. In this case, as in 
Spector, the facts clearly showed, said 
the Court, that the corporation was not 
doing any intrastate business. The Rail- 
way Express Agency is a corporation or- 
which conducts 


ganized in Delaware 


both interstate and intrastate business 
throughout the United States except in 
the State of Virginia, where by virtue of 
local statutes such an organization has 
no power to conduct local business. A 
subsidiary express corporation (not in- 
volved in the case) has been organized 
Vir- 


ginia. The tax involved was an annual 


to carry on the local business in 
license tax for the privilege of doing 
business in Virginia “in addition to the 
annual registration fee and the property 
tax” provided under other sections of 
the Virginia law. The State of Virginia 
conceded that it did not grant the Rail- 
way Express Agency any privilege but 
on the contrary denied it every privilege 
which it power to 
Note, that the 

trucks and employees were in Virginia. 


had the withhold. 


however, company’s 

The state argued that even though:the 
tax was labeled a: privilege.tax, it was 
a property, tax measured: by gross ‘in- 
come and laid on. the. intangible :value 
of the going concern. It was argued that 


\ 


under a predecessor section of the. law, 


the bare bones or.dead value of the 


property was assessed for local taxation, 
while under the license tax, the going 
concern. value was ‘separately taxed. 
Thus, the Railway Express: Agency case 
primarily involved the interpretation of 


the Virginia statutes as.to -the mature: of 
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the particular state tax in question there. 

The taxing statute declared the tax to 
be in addition to the “property tax” and 
not an “additional property tax.” The 
tax was named “an annual license tax” 
and it was specifically stated to be for 
the privilege of doing business in the 
state. Thus, on its face, the tax appeared 
prohibited. The Virginia Court 
and the Tax Commission sought to find 


to be 


other bases for sustaining the tax. The 
first was that gross earnings are in fact 
the measure of a goodwill or going-con- 
cern element which is an intangible 
The 


Court found merit in the view that value 


property of an express company. 
may fluctuate according to the income 
produced by property but stated that 
the practical impact was squarely upon 
gross receipts. The Court found that 
the company had $129,000 of tangible 
property on which it paid $3,000 local 
taxes, whereas the tax imposed under 
the questioned license-tax statute 
amounted to $66,000, so that the tax on 
a gross-receipts basis was, in amount, 
more than 50% of the total value of the 
real and personal tangible property in 
The 
argued, was really a tax on the intangi- 


the State. extra value, the state 
ble value of the tangible property. The 
Court felt that to ascribe a value on an 
intangible basis of over $3,000,000 to 
tangible property worth $129,000 was 
too extreme an attribution. 

Che majority of the Court concluded 
that the Virginia tax in this case was 


invalid. 


Minority opinion 


[he minority opinion, with four jus- 
tices concurring, appeared to base its 
conclusion that the tax was valid upon 
the very simple premise that no corpo- 
ration can engage in interstate com- 
merce within a state without using the 
facilities and services of the state. The 
that must be 
used would mean that a reasonable tax 
is not unfair and is therefore valid. The 


minority view in both Spector and Rail- 


fact such local facilities 


way Express seems to be clear on one 
point: receipts derived exclusively from 
interstate commerce should be subject 
to local tax. As to the majority views: 
in both cases the label of the tax re- 
ceived attention over the protests of the 
minority of the Court. Yet in neither 
case is it at all plain that the label was 
indica- 
tions that the majority view involved a 


decisive and there are strong 


more fundamental interpretation of the 
commerce clause. 


It has been suggested by distinguished 
commentators that neither the Spector 
case itself nor more recent expressions 
of opinion in the Supreme Court war- 
rant the conclusion that interstate busi- 
nesses are not subject to local taxation. 
The per curiam decision of the United 
States Supreme Court in West Publish- 
ing Co. v. McColgan (328 U.S. 823) it 
has been said, leads to the conclusion 
that a reasonable income tax on the re- 
ceipts from interstate commerce is valid. 
I believe that the West Publishing case 
is a slender basis or none at all for this 
conclusion. 

The 
California Supreme Court in West Pub- 
lishing Co. (27 Cal. 2d 705) probably 
contains all the familiar generalizations 
which can be associated with taxation of 


nine-year-old opinion of the 


interstate commerce. There it is repeat- 
ed that a state may not exact a license 
tax for the privilege of carrying on in- 
terstate commerce although it may tax 
the property used in, or the income de- 
rived from, that commerce, so long as 
the taxes are not discriminatory. Note 
again that in Spector and Railway Ex- 
press the taxes involved were neither 
discriminatory nor burdensome. 

In West Publishing there were sub- 
stantial local activities — the company 
maintained a office, 
ders, made adjustments, collected delin- 


local solicited or- 
quent accounts, and performed other 


functions in California. Even if the 
United States Supreme Court had writ- 
ten an opinion in West Publishing, such 
extensive local activities might have 
served to distinguish the case from Spec- 
tor and Railway Express and subjected 
the taxpayer to a tax, based upon the 
local business and measured by the local 
and interstate business. As it is, the 
court’s per curiam affirmance logically 
could have been based upon the exten- 


sive local authorities. 


Changes in court climate 


It can be argued that there is a con- 
flict between Spector and Railway Ex- 
press on the one hand and the earlier 
interstate commerce cases such as West- 
Live Stock v. Bureau of Revenue 
(303 U.S. 250) and West Publishing. If 
there is such a conflict in these decis- 


ern 


ions, it may be due to a shift in the 
views of the Court from the pragmatic 
doctrines expressed by the late Chief 
Justice Stone to stricter constitutional 
principles developed by Chief Justice 
Marshall in Brown v. Maryland (12 
Wheat. 419). Read again the discussion 
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of practical considerations and “bur- 
dens” found in Western Live Stock and 
consider that is en- 
tirely omitted from the majority opin- 
ions in Spector and Railway Express. 
Aside from logic and legal scholarship, 
this problem lends itself to a practical 
analysis with an interesting but incon- 
clusive result. Spector was decided by 
eight justices, of whom five concurred 


such a discussion 


as a majority in favor of finding invalid- 
ity of the tax. Railway Express was de- 
cided by nine justices, five concurring 
as a majority in favor of finding the tax 
to be invalid and four concurring in 
the minority group. Chief Justice Vin- 
son was with the majority in Spector, 
but after his death his successor, Chief 
Justice Warren, voted with the minority 
in Railway Express. Mr. Justice Jackson 
was with the majority in both cases and 
wrote the opinion of the Court in Rail- 
way Express. He has since died and his 
successor is Mr. Justice Harlan, the only 
new member of the Court since Railway 
Express was decided. Thus it appears 
that the views of Mr. Justice Harlan 
may be crucial in any development of 
the Spector doctrine in the near future. 

What is the likelihood that Mr. Jus- 
tice Harlan will decide this question in 
favor of a restrictive interpretation of 
the interstate commerce clause? There 
is a biographical sketch of the Justice 
appearing in the March 1955 issue of 
the New York Law Forum in which the 
unidentified author states that the cir- 
cuit court opinions given by Mr. Justice 
Harlan in the tax field seemed aimed at 
a practical rather than a literal interpre- 
tation of the tax laws. However, these 
opinions referred to the Internal Rev- 
enue Code, and the twenty opinions 
which he wrote in the circuit court, do 
not include any decisions on state taxes. 
Furthermore, it may be that current con- 
ditions may lead to the conclusion that 
the clear-cut Spector rule is more “prac- 
tical’ than the “burdens” test. 


Application of doctrine 

What is the recent trend of the doc- 
trine as it is being developed locally with 
respect to state net income and other 
taxes? 

In this area, net income taxes have 
been enacted within the past few years 
by Pennsylvania, in 1951, and Oregon, 
in 1955. These taxes are imposed with 
no reference to the privilege of doing 
business. In Oklahoma the income tax 
is specifically imposed on interstate com- 
merce the state as deter- 


done within 
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mined by the property employed and 
interstate 
merce within the state as compared with 


gross business done in com- 
the same factors in all of the taxpayer's 
interstate commerce wherever carried on. 
The same situation exists in the Georgia 
both Oklahoma 
have been 


income-tax statute. In 


and Georgia there recent 
efforts to extend the application of the 
income tax to Companies engaged in 
interstate commerce. Minnesota has also 
sought to establish the broader applica- 
tion of its income tax with initial success 
in the state courts. 

The 


will undoubtedly have to pass on the 


United States Supreme Court 
validity of these taxes as applied to 


interstate commerce at some future date. 


Pennsylvania cases 


The 


vania is 


recent leading case in Pennsyl- 


Roy Stone 


(337 


Transfer Corp. v. 
Pa. 234), decided by the 
Pennsylvania Supreme Court March 24, 


Messne? 


1954. That court held that the Corpora- 


tion Income Tax Law of 1951 violated 


the interstate commerce clause as ap- 
plied to an interstate motor carrier hav- 
ing no tangible or intangible personal 
property in Pennsylvania, no personnel 
there and no employees doing any kind 
of work in the state except driving its 
trucks in interstate commerce. Although, 
under the cases, it might seem to be 
simple for the court to strike down the 
application of the tax, it gave serious 
attention to the case in a long thorough 
opinion which is worth reading if for 
no other reason than to receive a clear 
impression of what the court referred to 
as the Herculean task of harmonizing 
the United States Supreme Court deci- 
sions on this subject. 

More recently, on January 31, 1955, a 
lower Pennsylvania court decided in 
Kodak Co. that the 


1951 Pennsylvania income-tax law could 


favor of Eastman 
not be applied to a foreign manufacturer 
of photographic equipment which, 
nevertheless, was engaged in the solicita- 
tion of business by employees in Pennsyl- 
vania who used locally registered auto- 
mobiles in such business. The company 
also had eleven technical representatives 
residing in Pennsylvania who demon- 
strated to dealers and other users in 
Pennsylvania the techniques of using the 
product. The opinion written by the 
court in this case is soundly reasoned 
and worthy of attention. Appeal has 
been taken by Commonwealth to 
the higher Pennsylvania court. 


the 


A lower Pennsylvania court also re- 
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cently considered the problem in the 
Motch & Merryweather Machinery Co. 
v. School Dist. of Pittsburgh (CCH Pa. 
Tax Reporter, Vol. 3, 200-511), decided 
May 23, 1955, and found that the main- 
tenance of an office and office equipment 
in Pittsburgh with solicitation by sales- 
men and salesmen’s activity investigat- 
ing customers’ complaints and providing 
customers with follow-up information 
concerning shipments of machinery pur- 
chased is part of the flow of interstate 

the 
gross 


commerce and does not subject 
corporation to a license tax on 
receipts for the privilege of doing busi- 
ness locally. 
On May 4, 
Supreme Court decided Wieman and 
Ward Co. v. School Dist. of Pittsburgh 
(381 Pa. 533), 
sufficient to subject a company to the 


1955, the Pennsylvania 


where local activities 
mercantile license tax in Pittsburgh were 
found to exist although the business con- 
sisted in part of the transportation of 
coal across state lines. Sale of coal by 
Pittsburgh dealers to Pittsburgh buyers 
was held to be a local activity even if 
the buyer specified coal which is obtain- 
able only from an out-of-state supplier. 
Local delivery of coal was held to be a 
“local activity” even where the coal was 
sold pursuant to contracts executed out- 
side Pennsylvania on sales solicited from 
outside the state. In this case the coal 
was mined in West Virginia, delivered 
by barges to a point on the Monongahela 
River within Pennsylvania, the point 
being designated by the buyer, at which 
point the buyer loaded additional coal 
from its own mine on the same barges 
and then continued on to the steel com- 
pany in West Virginia. Writ of certiorari 
to the United States Supreme Court has 
been denied in this case. 


Georgia and Virginia 

In Georgia, Redwine v. Refrigerated 
Transport Corp. (90 Ga. App. 784) was 
decided by the Georgia Court of Appeals 
on February 7, 1955. The 
owned a number of refrigerator railroad 


taxpayer 


cars which it leased to various railroads 
for designated amounts per mile. These 
cars were sometimes brought into 
Georgia in interstate commerce for the 
purpose of serving the needs of local 
shippers. At the end of each month the 
lessee railroads would 
for the rentals then due. 
ing that the company 


business” in Georgia, 


authorize drafts 
The court, find- 
was not “doing 
stated that the 
only question was whether the rental 
from transportation of the cars in inter- 


state commerce was subject to the 
Georgia income tax. The court found 
that since the company was not doing 
business in Georgia, it had no business 
income from Georgia which could be 
subjected to the tax. 

In Virginia, two recent decisions cast 
a faint ray of light as to the attitude of 
the local courts with respect to this ques- 
tion. In County Board of Arlington 
County v. Co., (196 
Va. 916) decided March 17, 1955, it 
was held that a county business license 


Arcade-Sunshine 


tax could not be required for having 
trucks pick up soiled laundry in Virginia 
for cleaning in the District of Columbia, 
since such pickups were part of the flow 
of interstate the 
court held that the maintenance of local 


commerce. However, 
pickup stations in Virginia subjected the 
company to local taxes. It is noted that 
Spector maintained local service for pick- 
ing up articles to be shipped in inter- 
state commerce. In Commonwealth of 
Olan Mills, Inc. (196 Va. 
898) , decided the same day by the same 


Virginia v. 


court, it was held that the solicitation of 
sales of photographs and the taking of 
pictures by out-of-state 
photographer is part of an interstate 
commerce 


agents of an 


transaction when orders are 
sent and the pictures developed out of 
the state and the finished prints are re- 
turned by mail. This again involved a 
local license tax. Could it not be said 
that the activity of solicitation of the 
order and taking the picture was a local 
business activity within the general area 
of the Spector case? Would it have made 
any difference in the case if the tax in- 
volved had been a net income tax rather 
than a It should 
not of course have made any difference 


business-license tax? 
in the result as the courts generally 
apply a stricter standard to license taxes 
than to income taxes. 


Gross-receipts taxes 


The development of the interstate 
commerce doctrine has produced more 
stringent restrictions on gross-receipts 
net The 
theory has been that whereas a _ net 


taxes than on income taxes. 
income tax is apportioned and therefore 
(in theory) cannot be duplicated by 
other states, the gross-receipts tax can 
be duplicated by other taxing jurisdic- 
tions. Therefore, a decision involving 
gross-receipts tax may be somewhat dis- 
counted in any analysis of the com- 
merce doctrine as applied to net income 
taxes and privilege taxes. Nevertheless, 
some recent New York decisions seem 
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to add their weight to what may be a 
recent restrictive trend against the taxa- 
tion by state and local jurisdictions of 
interstate businesses. Most significant is 
the decision of United Airlines, Inc. v. 
Joseph (121 N.E. 2d. 557) handed down 
by the New York State Court of Appeals 
July 14, 1954, and its companion case 
United Piece Dye Works v. Joseph (121 
N.E. 2d. 617) in which certiorari was 
denied by the United States Supreme 
Court on January 10, 1955. 

United Airlines is engaged in inter- 
state and foreign transportation of pass- 
engers, air mail, and freight by air. 
It had nineteen miles of route over New 
York City, which was one of its four or 
five chief terminals. Its sale of passenger 
tickets in the City of New York averaged 
over $2,000,000 per year, and an equal 
amount of tickets were sold outside the 
city for transportation into the city. 
United had, in New York, trafhc offices, 
a hangar, a stockroom of parts and sup- 
plies, and a repair and maintenance 
shop. It employed 300 persons in the 
city including a district trafic manager. 
[he company sold airplane parts and 
maintenance to other airlines for a sum 
of about $12,000 per year and was also a 
member of the airlines clearing house in 
which capacity it sold tickets on other 
airlines for passage between intrastate 
points within New York State. The case 
did not 


involve the taxation of the 


revenues from the local services and 
sales of parts on which United paid the 
tax and which it did not contest. 

The court held that the activities of 
United in New York City were simply a 
continuous, logical, and necessary ex- 
tension of its interstate air transporta- 
tion, and therefore the tax imposed by 
New York City on gross receipts became 
in effect a local tax on interstate com- 
merce forbidden by the federal con- 
stitution. It is interesting to note that 
the New York tax is imposed for the 
privilege of carrying on business as were 
the taxes in Spector and Railway Ex- 
pre SS. 

Che court pointed out that only when 
the local activities of an interstate busi- 
ness become so localized that they are 
separable from interstate commerce do 
they become subject to local taxation. It 
held that the application of the New 
York City gross-receipts tax in this case 
was not valid. In essence the court held, 
putting aside the local activities, that 
the maintenance of the hangar, shops, 
repair shops, employees, offices, and the 


handling of monies locally were all a 


direct part of the interstate operation 
of transportation. A passenger must 
buy a ticket to be transported by an 
airline. Therefore, the purchase of the 
ticket locally and the local activities 
attributable thereto are plainly in- 
cidental to the interstate operation. As 
to the local activities, the court held 
that they were so small in amount in 
relation to the total revenues of the 
airline as to be de minimis and not 
sufficient justification to subject millions 
of dollars of interstate receipts to taxa- 
tion and apportionment by the City of 
New York. 

Suppose United had not voluntarily 
paid the tax on these small amounts of 
revenue from the miscellaneous 
services, would the court have then held 
that the tax was validly applied to the 
company but that the measure of the 
tax was unreasonable in view of the 


local 


large operations in interstate commerce? 

As the doctrine of the Spector case 
is developed by the lower courts, new 
difficulties are presented to those who 
seek to know whether a particular trans- 
action is within the area in which state 
taxation is not permitted. In most of the 
cases which have been discussed, the tax 
involved was not discriminatory against 
interstate Commerce nor was it burden- 
some to such 


commerce. Under the 
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pragmatic tests applied in such decisions 
as Western Live Stock, it is supposed 
that at this point and with no further 
analysis the taxes would be held to have 
been permissible and valid. Under the 
doctrine of Spector Motor Service, it 
becomes 


weigh the sig- 
nificance and extent of local activities 


necessary to 


of the taxpayer even when the tax in 
question is not discriminatory and is not 
burdensome. 

It is to be expected that the present 
uncertainty in this field of law may be 
somewhat cleared within the next several 
years. This development should follow 
the litigation of a pure interstate com- 
merce case involving a local net income 
tax which is not imposed for the privi- 
lege of doing business. The local activi- 
ties of the corporate taxpayer would be 
at a minimum within the state imposing 
the tax. Such a case is Minnesota v. 
States Portland Cement 
Co., proceeding through the courts of 
Minnesota where the Tax Commission 
won the first round. Unless the taxpayer 
ceases to participate in that litigation, 
the case could produce a final decision 
in this field. ve 


Northwestern 


[The foregoing article is adapted with 
permission from a paper written for the 
Tax Executives Institute and published 
in The Tax Executive.] 


Study states’ constitutional taxing power 


to select most beneficial site for for new plant 


NY BUSINESS WHICH decides to estab- 

lish a plant, warehouse or office in 
a new locality cannot afford to ignore 
state and local taxes. It may be wise to 
consider the constitutional extent of 
state taxing authority and it must an- 
alyze the tax structures at the possible 
sites of operation which offer substan- 


tially equal non-tax advantages. 


Constitutional taxing authority 


At a recent meeting of the AMA’s 
Special Conference on Management and 
Taxes, we discussed this problem. We 
pointed out that a state has no consti- 
tutional power to exact a privilege tax, 
except in those circumstances wherein it 
has authority to grant or deny the privi- 
lege it seeks to tax. But it does have 
the power to impose an entrance or 
admission tax, for this is a right which 
it can grant or withhold. Accordingly, it 


may condition its permission on pay- 
ment of whatever fee it may elect. In 
practice, most states exact a flat fee, a fee 
based upon the authorized or issued 
capital stock of the corporation, or a 
fee computed according to the capital 
employed or to be employed in the 
state. Admission fees of the two latter 
categories often are substantial in 


amount. A number of states demand 
some form of annual permit fees, but 
these must bear some reasonable relation 
to the privilege which is offered by the 
State. 

Having paid the required entrance fee 
and received official recognition of its 
corporate status from a state, the corpo- 
ration is customarily subjected to an 
annual imposition. This is in the nature 
of a franchise tax imposed on _ the 
privilege of doing business or, in at least 
one state, on the privilege of doing busi- 
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ness “in corporate form.” Usually, this 
franchise tax is measured by capital 


stock, surplus, undivided profits, etc., 


or by net income, apportioned by 
formula. 
The usual formula consists of one 


or more of these ratios: 

1. Tangible property in the state to 

tangible property everywhere; 

2. Compensation paid to employees 
for services performed within the 
state to total employee compensa- 
tion; and 
3. Sales or receipts within the state 

to total sales or receipts. 

The property and payroll factors vary 
little On the 
other the re- 


ceipts which are the numerator of the 


but from state to state. 


hand, the definition of 


sales factor does vary from state to 
state. Some of the definitions are: sales 
to in-state destinations; sales made from 
inventories within the state; sales nego- 
tiated by personnel operating from an 
in-state office; or a combination of all 
three. 

If the operations of the foreign corpo- 
ration in the. state are exclusively in 
interstate or foreign commerce, the state 
is powerless to impose even a fairly- 
apportioned tax for the privilege of con- 
ducting such operations. But a recent 
state-court the United 


States Supreme Court declined to re- 


decision, which 
view, held that a properly measured tax 
on the privilege of doing business “in 
corporate form” is constitutionally per- 
missible, even though the only business 
conducted in the state is interstate in 
nature. 

If intrastate business is to be con- 
ducted at the new location, the corpora- 
tion must pay these fees and taxes. Since 
this 


consequence is the 


measure of the fees and taxes and the 


inescapable, 


apportionment formulas, because they 


may vary significantly from state to 


State, assume importance to the corpora- 
tion. Because many states do not rely 
upon revenue from these the 
expanding company can establish the 
new operation in a state which imposes 
the least tax. Similarly, if the planned 


operation will be exclusively interstate— 


sources, 


as the solicitation of orders for accept- 
ance and filling outside the state—the 
company may realize important savings 
by carefully selecting the base of opera- 
tions and avoiding unessential installa- 
tions in other states. The solicitation of 
interstate business will not subject a 
corporation to a state’s qualification 
laws and, it must be remembered, quali- 
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fication to do business in a state per se 
may have disadvantageous consequences. 
The 
costs of 


income-tax 
are 
fluenced more by apportionment for- 
tax If the sales 
factor of the formula is determined by 
the destination of the goods sold and 


state privilege and 


multistate businesses in- 


mulas than by rates. 


if the business is otherwise subject to 
the taxing jurisdiction of the state, little 
be done to reduce the amount of 
But if 
the sales factor depends on the inventory 


can 
business allocable to the state. 
or the place the sale was negotiated, ob- 
viously the company can substantially 
minimize the tax cost if it warehouses 
the product and installs its sales offices 
with due regard to the apportionment 
formulas of the states to be served. 

The business and occupation tax, al- 
though it is imposed by only six states, 
is of great significance. This type of tax 
is imposed for the privilege of engaging 
in specified forms of business endeavors. 
Tax-rate classifications are established 
according to the nature of the business 
conducted, the rates being applied to 
the gross receipts of gross income or, in 
some instances, to the value of the re- 
sources or articles produced in the tax- 
ing state. 

In all these states, except Indiana, the 
only change in the business and occupa- 
tion tax bill of a manufacturing con- 
cern will be the result of changes in gross 
receipts from sales or the value of the 
property produced. At the same time, 
if these states are utilized solely for the 
location of sales-promotion offices, and if 
orders for goods are accepted at an out- 
of-state office and filled by interstate 
shipment from another state, the par- 
ticular escape this tax 
completely. In addition, it will find that 
the other taxes of the state are relatively 
nominal, because of the state’s emphasis 
on the business and occupation tax rev- 


business will 


enue source. In Indiana, where the tax 
applies to income from the activity con- 
ducted locally, a manufacturer enjoys 
complete immunity from this tax as 
long as the locally-produced goods are 
sold either extrastate or in interstate 
commerce. 

Under the Norton decision, decided 
by the U. S. Supreme Court, the seller 
who makes local sales is subject to tax 
on the gross receipts not only from 
those sales but also from sales involving 
the interstate transportation of goods, 
unless the in-state place of business has 
no connection with the interstate sales 
transactions. By scheduling operations 


so that the business will be able to take 
advantage of the protection from these 
taxes afforded by the Constitution, the 
company can realize important tax sav- 
ings and improve its competitive posi- 
tion. 

The Supreme Court has yet to sanc- 
tion the imposition of either a direct 
net income tax or a privilege tax on a 
foreign corporation which has not quali- 
fied to do business in the taxing state 
and has established no office and con- 
ducts no strictly local business there. 
Once the foreign corporation has quali- 
fied in a state and, at least if it main- 
tains any property there, it may become 
subject not only to direct net income 
taxes but also to privilege taxation. 

Those of us who are engaged in the 
business of manufacturing, processing, 
or assembling tangible personalty are 
vitally affected by the application of the 
sales- and use-tax form of taxation. Some 
states, far more liberal than others, re- 
cognize as tax-free the sale, purchase and 
use of machinery, materials and other 
personal property which are devoted to 
the production of other personalty. By 
understanding and utilizing the exclu- 
sions or exemptions from sales and use 
taxation which the laws of the several 
states provide, a company can obtain 
additional benefits. w 


New study shows many 
state tax changes due in 1957 


A RECORD NUMBER of changes in state- 
tax laws is probable in 1957. Twenty-five 
states are presently studying their tax 
sources, and the results will become ap- 
parent when the state legislatures meet 
in fiscal 1957, says the Tax Foundation 
in its recently published “State Tax 
Rates and Collections, 1950 and 1955.” 

The report says that total state-tax 
collections (excluding unemployment 
compensation 46% 
more in 1955 than in 1950. In those years, 
the total rose from $7.9 billion to $11.6 
billion, although in 1939 it was only 
slightly over $3 billion. Only two states 
failed to record at least a 20% tax col- 
lection increase. 

“In both 1950 and 1955,” the study 
“77% of all tax collections by 
the states came from six sources: gen- 
eral sales, motor fuel, corporate and 
individual income, motor vehicle, alco- 
holic beverage, and tobacco products. 
The yield from each of these major tax 
sources during the 1950-1955 period in- 
creased to new levels.” ¥r 
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Jury turns down wives as partners. Two 
brothers and their two sisters were the 
sole stockholders of a corporation. The 
brothers made a gift of stock to their 
wives, and on the next day the corpo- 
ration was dissolved and a partnership 
was formed, the men being general part- 
ners and the women being limited part- 
[The judge charged that if the 
had stock 
interest but were obliged to invest it in 


ners. 


wives no control over their 
the partnership then the gifts were not 


bona fide because the husbands never 
relinquished control. Thus the wives 
would have contributed neither capital 
nor services to the partnership. The jury 
returns a verdict for the Government. 


Epstein, DC N. Y., 3/21/56. 


Payment to retiring partner can be 
amortized over remaining partnership 
life. 
partnership for the operation of an em- 


Taxpayer and another were in 


ployment agency. After a dispute arose 
between the two, taxpayer paid his part- 
ner $8,500 to buy out her interest at a 
time when the partnership agreement 
had 20 months to run. The court holds 
that this payment was a capital expendi- 
ture which could be amortized over the 
remaining 20-month period. This was 
not a case of buying out a partner under 
an agreement of indefinite duration, the 
court points out. Here, where the part- 
ners’ rights would end in 20 months, the 
situation is like a landlord buying a 
tenant’s unexpired lease. Risko, 26 TC 


Members of family partnership not per- 
mitted to repudiate it. Taxpayers re- 
ceived gifts of interests in a family part- 
nership. The Commissioner originally 
sought to disallow the partnership, but 
then reversed himself without apparent 
reason. Taxpayers, who originally pro- 
tested the Commissioner’s first action, 
now seek to have the partnership dis- 
allowed. The court holds that the in- 
tent to form a partnership controls its 
recognition. Taxpayers’ own evidence 
and actions prove that each intended in 
good faith to have a partnership. Sher- 
man, DC Pa., 5/23/56. 


Family partnership upheld though orig- 
inal capital not invested by challenged 
partners. The court finds that a bona 
fide partnership existed even though 


partnership decisions this month . 


two of the family members invested no 
original capital and _ rendered 
limited service. They did, however, 
execute notes; they were to share in 


only 


prefits and losses; they were consulted 
about an expansion program; they had 
control over their interests; and the evi- 
dence showed that the business operated 
as a partnership. Gray, DC Okla., 6/12/ 
56. 


Family partnership sustained. On re- 
mand from the Court of Appeals for the 
Sixth Circuit, the court holds that tax- 
payer is not taxable on his wife’s share 
of the partnership income, except for 
one period so stipulated. Whayne, DC 
Ky., 3/6/56. 


1951 family partnership amendment 
doesn’t affect pre-1951 partnership. This 
is a suit for refund of taxes for 1945- 
1948, paid when the Commissioner re- 
fused to recognize minor children as 
partners. In a previous suit involving 
1944, a jury’s decision against taxpayer 
had been affirmed. When this case was 
first presented, this court held that the 
decision on 1944 was res judicata for 
later years, but the court of appeals later 
reversed this holding and remanded for 
the present proceeding. CA-9 reversed 
on the ground, among others, that the 
1951 liberalization of the IRC family- 
partnership should have been 
taken into consideration by the lower 


rules 


court. The lower court now holds that 
this liberalization does not affect part- 
nerships which came into existence be- 
fore the effective date of the 1951 amend- 
ment. Accordingly, under the old rules 
it is held that for tax purposes the part- 
nership is not bona fide. Parker, DC 
Calif., 6/15/56. 


Legion Post and ex-pool operator joint- 
ly liable for wagering tax. Upon enact- 
ment of the wagering tax, taxpayer sold 
his baseball pool for $1 to an American 
Legion post and became its employee to 
run a smaller pool. The Post now paid 
his rent, but there was no other charge. 
The court sustains the district court in 
finding them joint venturers who were 
both liable for the tax. Woodward, CA-7, 
6/29/56. 


Joint venturer can deduct share of real- 
estate tax. [Acquiescence] Taxpayer and 
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three others entered into a joint ven- 
ture which purchased 68 improved resi- 
dential lots, paid off the large tax liens, 
and sold all but four of the lots within 
approximately 16 months. The taxpayer 
may deduct one-fourth of the real-estate 
taxes paid. Brady, 25 TC No. 83, acq. 
IRB 1956-23. 


Good faith lacking in family partner- 
ship. On remand from the Court of Ap- 
peals, the Tax Court made an explicit 
finding that where partners had assigned 
interests to their wives and a half-sister, 
the latter had not intended in good faith 
to join in the present conduct of the 
enterprise. The Court of Appeals now 
affirms per curiam. Dyer, CA-2, 5/2/56. 
Income taxable to partners when 
earned, though partner’s status in dis- 
pute. Taxpayer was a member of joint 
venture for several years. As a result of 
a dispute in which he was refused recog- 
nition as a co-venturer, he received no 
distribution of profits earned for four 
years. When the dispute was settled he 
received in one year the income for the 
four-year The Commissioner 
sought to tax this income in the year 
received, on the theory that until that 
year taxpayer had no claim of right to 
such income. The court holds that this 
rule does not apply when the dispute is 
over the existence of a partnership or 
the division of profits. The specific pro- 
vision of the Code that a partner is tax- 
able on his distributive share regardless 
of when he receives it must be followed. 
Baker, CA-10, 5/3/56. 


period. 


Father and son recognized as partners 
in spite of “employment” agreement. 
Taxpayer lived in a small community 
where he operated a country store. When 
his son left college he agreed to take 
him into the business under an arrange- 
ment whereby he would initially receive 
a 25% interest with such interest to be 
increased to 50% after he had married. 
The written agreement, which was pre- 
pared by a local lawyer, did not reflect 
this oral arrangement but referred to 
the parties as “employer” and “em- 
ployee.” Thereafter the business was 
carried on under the name of taxpayer 
and son. The court held that the father 
and son did carry on the business as a 
true joint venture or partnership, and 
that their distributive shares of the 
profits of the business were includible in 
their respective gross incomes. Groh, 
TCM 1956-108. 
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Strict view of Sec. 341 holds corporation 


owning proven oil lease is collapsible 


wes CONGRESS ENACTED Section 341 
of the 1954 Code and Section 
117(m) of the 1939 Code, it obviously 
intended to prevent taxpayers from con- 
verting ordinary income into capital 
gain through the use of “collapsible 
corporations.” Generally speaking, a 
taxpayer who is not a dealer in oil 
and gas properties obtains a capital gain 
when he sells an oil and gas lease which 
he has held for more than six months. 
But despite Congress’ intent, the strict 
application of Section 341 can result in 
the conversion of capital gain into or- 
dinary income if title to the lease was 
held by a corporation instead of an 
individual. 

The whole question of Section 341, 
which has not received much attention 
from writers and speakers on oil and 
gas taxation, was recently reviewed by 
E. Randolph Dale at the Seventh An- 
nual Institute on Oil and Gas Taxation 
held by the Southwestern Legal Founda- 
tion at Southern Methodist University. 
Mr. Dale is presently a member of the 
General of General 
Motors; at the time he delivered his 
paper, he was Chief of the Reorganiza- 
tion and Dividend Branch, Tax Rulings 
Division, Internal Revenue Service. 

Mr. Dale pointed out that, while the 
1954 Code’s provisions affect oil and 


Counsel’s office 


gas corporations as they do any other, 
Section 341 plays a special and im- 
portant role in the oil and gas industry. 
He said: 

“With respect to the oil and gas in- 
dustry, the typical case to which Section 
341 may apply is where the land is 
acquired and wells 
drilled and the oil produced. This activ- 


prospected, the 


ity proves the value of the property, 
and a sale prior to the production of a 
substantial part of the oil expected to 
be produced may give rise to collapsi- 
ble-corporation treatment, assuming, of 


course, the existence of the requisite 
view to sale, etc., prior to the realiza- 
tion by the corporation of the income 
of the property. With respect to the 
working interest in the property and to 
a royalty interest, this treatment seems 
to be correct. 

“The only question with respect to 
the corporate holder of a royalty inter- 
est would appear to be whether the 
corporation ‘produced’ the royalty in- 
terest. In other areas substantial doubt 
might well exist as to whether a royalty 
was a property which had been pro- 
duced by the corporation holding it. 
In the oil and gas industry, however, 
the economic-interest theory (GCM 
22730, 1941-1 CB 214) would appear to 
require that it be held that the devel- 
opment of the field is a joint operation 
in which both the working and royalty 
interests cooperate. This, too, however, 
has not been the subject of an official 
ruling of the Internal Revenue Service. 

“The second and perhaps most im- 
portant question in connection with the 
potentially collapsible oil and gas cor- 
poration pertains to the meaning of the 
term ‘produced.’ On this there is very 
little authority—and that is of limited 
assistance. The various dictionary defini- 
tions of the term cover a broad area. In 
general, the word appears to be a 
synonym of the word ‘created,’ although 
there are numerous shades of meaning. 
In GCM 13475 (XIII-2 CB 224) the 
Service said ‘. . . The use in the taxing 
statute of the word “‘sold’”’ with the word 
“produced” and “sale” with “purchase” 
shows contemplation of the ordinary 
commercial processes whereby the manu- 
facturer of goods sells them to the con- 
sumer or middle man, and the middle 
man purchases and resells to the con- 
. This 
indicates that the term ‘produced’ takes 


sumer or another middle man. . . 


its meaning from its context. 


“It is difficult to see a clear congres- 
sional intent with respect to the word 
‘produced’ in Section 341. In the original 
enactment, Congress was thinking of a 
motion-picture film and land and build- 
ings. As the term is commonly used, a 
moving-picture film is said to be ‘pro- 
duced.’ The everyday term used with 
respect to real property is the word 
‘constructed’ and in connection with 
personal property, the word used is 
‘manufactured.’ It seems clear from the 
use of all three terms in the statute that 
the word ‘produced’ cannot be deemed 
synonymous with the word ‘manufac- 
tured’ or ‘constructed’ or both, and ac- 
cordingly must be held to cover a change 
in property different from that en- 
visioned by the other two words. 

“An argument can be made of course 
that in using the term ‘produced’ Con- 
gress had reference only to moving- 
picture films, plays, or similar items. 
This, however, is such a restricted use 
of the term as to be untenable, and the 
committee reports are too general to 
permit it. It cannot be said that the 
Internal Revenue Service as yet has a 
clear definite position, but in a rough 
way the view being taken is that in 
Section 341 ‘produced’ means the ad- 
dition of value by the efforts of the 
corporation. This is not a definite rule, 
but probably represents the present 
thinking in Washington. 

“At least it must be held that ‘pro- 
duced’ covers something more than 
would be covered by the terms ‘manu- 
factured’ and ‘constructed.’ How much 
more is difficult to determine. The posi- 
tion of the Treasury—that the proving 
of an oil property is ‘producing’ such 
property—is at first blush jarring, but 
this effect may be caused by the fact 
that to many lawyers the term ‘pro- 
duced’ is most commonly used as a 
synonym of ‘manufactured’ where used 
in connection with property. As demon- 
strated above, this meaning is unten- 
able. Litigation may prove the Treasury 
wrong but it cannot now be demon- 
strated to be other than within the 
doubtful area.” 

It can be seen from Mr. Dale’s views 
that there is a substantial danger that 
many small oil corporations may meet 
the definition of “collapsible corpora- 
tions” if they are sold within three vears 
after they prove a good lease. Although 
Congress probably did not intend this 
result, the Internal Revenue Service may 
apply the letter of the law to such trans- 
actions, with disastrous tax results to 


co 
wl 
to 


in 


an unwary taxpayer. Early last year, 
when T. Dwight Williams, of Williams, 
Hurst & Groth, Oklahoma City, Okla- 
homa, recognized the dangers inherent 
in these sections, hé sought to have the 
proposed Regulations changed to clarify 
their impact on oil and gas producers. 
He wrote: 

“A question has arisen under the fol- 
lowing circumstances. An_ individual, 
who is the owner of substantially all of 
the capital stock of a corporation, has 
owned this stock since about 1941 or 
1942. For several years the company 
was engaged principally in drilling oil 
and gas wells for others on contract but, 
at the same time, did drilling for itself. 
About two and one-half years ago, the 
company acquired an oil and gas lease 
which it developed and which proved 
to be productive. 

“The stockholder now desires to liqui- 
date the company taking the properties 
in his own name. Under rulings handed 
down by the Internal Revenue Service, 
oil and gas leases are considered to be 
real estate, for stamp tax purposes, and 
under the conditions outlined herein 
could be real estate held for use in the 
trade or business of the corporation. 

‘The taxpayer has elected to deduct 
drilling and 


intangible development 


costs incurred in developing the prope;- 


ty. Because of the increased value of the 
property, the fair market value of the 
oil and gas lease is more than 120% 
of the adjusted basis of the lease and 
also more than 50% of the fair market 
value of the total assets. This would 
make the corporation a collapsible cor- 
poration except for the possibility that 
the final subclause in Section 341(b) 
(3)(D) might take it out of that class. 
This clause reads as follows: ‘except 
such property which is or has been used 
in connection with the manufacture, 
construction, production, or sale of 
property described in subparagraph (A) 
or (B).’ 

“There is no question but that the 
lease has been used to produce oil which 
if on hand at the close of the taxable 
year would be included in the inventory 
of the corporation and which is held 
for sale to the pipe-line company in the 
ordinary course of its trade or busi- 
ness. 

“If the facts were that this lease were 
not productive but had merely increased 
in value because an offset well had been 
drilled, apparently there would be no 
question under the law that the lease 
would qualify as a ‘Section 341 asset.’ 

“I am quite sure that it was not the 
intention of Congress that this should 


” 


be. % 


Owners of working interests should make 


election under Subchapter K final Regs. 


7 AXPAYERS who own working interests 
& in oil and gas mineral properties face 
possible complications to them under 
the new partnership Regulations unless 
they make a positive election to be ex- 
cluded from the provisions of Subchap- 
ter K. 

On May 23, 
adopted final Regulations, on Subchap- 


1956, the Commissioner 


ter K of the Code, covering partners and 
partnerships. Under these Regulations, 
joint owners of an oil and gas lease may 
be deemed to be partners, subject to all 
of the provisions of the Internal Rev- 
enue Code governing partnerships, un- 
less an election is made to be excluded 
from the provisions of Subchapter K. 
he Regulations provide as follows: 

\n unincorporated organization 
which wishes to be excluded from all of 
Subchapter K must make the election 
provided in Section 76l(a) in a state- 


ment attached to a partnership return 
filed with the district director for the 
district in which the organization has its 
principal office or place of business. 
Such return shall be properly executed 
and shall contain, in lieu of the informa- 
tion required thereon, only the name 
and address of the organization. The 
statement attached to the return shall 
include the names and addresses of all 
of the members of the organization; a 
statement that the organization qualifies 
under subdivisions (i) and either (ii) or 
(iii) of Section 1.761-1(a)(2) and elects to 
be excluded from all of Subchapter K; 
and a copy of the agreement under 
which the organization operates, if writ- 
ten (or a summary thereof if oral). 

If joint operations were carried on 
during 1955 the election must be made 
not later than October 15, 1956. While 
the Regulations are not clear on this 
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point, generally speaking, it will be the 
operator who will file the return and 
make the election. Nonoperating joint 
owners of oil and gas working interests 
should take steps to see that the opera- 
tor is cognizant of his responsibility and 
that he will file the return and make 
the proper election. 

An organization electing to be ex- 
cluded from Subchapter K need file a 
partnership return and statement of 
election only once. The election, once 
made, is irrevocable. However, each year 
such an organization must file with the 
Internal 
Midwest Service Center, Kansas City, 
Missouri, a Form 1099 for each person 


Commissioner of Revenue, 


who was a member of the organization 
during any part of the calendar year. 
Such form shall show the name and ad- 
dress of the member (under To Whom 
Paid) and the name and address of the 
organization (under By Whom Paid). In 
lieu of “Kind and Amount of Income 
Paid,” each such form shall state “Filed 
under Section 761(a)” and the principal 
activity of the organization—such as 
“production of petroleum.” w 
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Unemployment benefits are liberalized; 


many states increase weekly benefits 


Sic January 1, 1955, 31 states have 
liberalized their unemployment-in- 
surance-benefit payments. This liberali- 
zation is reflected by the average weekly 
benefits being paid. In March 1956, it 
reached an all-time high for all states: 
$27.12. This was an increase of $2.16 a 
week over the average in March 1955. 
Oregon’s increase led all others; its aver- 
age weekly benefit jumped from $23.02 
in March 1955 to $30.23 in March 1956 


—an increase of $7.21. 


The table below shows the present 


maximum 


weekly 


benefits available in 


each state and the average weekly bene- 
fit paid by each state during March 1956. 


UNEMPLOYMENT BENEFITS, 1956 


Maz. 


Weekly Weekly 

Benefit Benefit 
Alabama $25.00 $19.53 
Arizona 30.00 25.91 
Arkansas 26.00 19.55 
California 33.00 28.44 
Colcrado 28.00-35.00 26.45 
Connecticut 35.00-52.00 29.34 
Delaware 35.00 27.01 
Florida 26.00 21.61 
Georgia 26.00 19.03 
Idaho 30.00 27.60 
Illinois 28.00-40.00 25.54 
Indiana 30.00 26.19 
Iowa 30.00 25.50 
Kansas 32.00 26.57 
Kentucky 28.00 22.04 
Louisiana 25.00 22.06 
Maine 30.00 20.41 
Maryland 30.00-38.00 24.20 
Massachusetts 25.007 25.56 
Michigan 30.00-54.00 34.00 
Minnesota 33.00 24.45 
Mississippi 30.00 20.22 
Missouri 25.00 21.49 
Montana 26.00 23.69 
Nebraska 28.00 25.17 
Nevada 30.00-50.00 32.07 
New Hampshire 32.00 23.57 
New Mexico 30.00 24.45 
New Jersey 35.00 31.30 


1 Plus dependency allowances. 


New York 36.00 30.16 
North Carolina 30.00 16.34 
North Dakota 26.00-35.00 27.36 
Ohio 33.00-39.00 31.08 
Oklahoma 28.00 24.38 
Oregon . 35.00 30.23 
Pennsylvania 35.00 27.97 
Rhode Island 30.00 26.51 
South Carolina 26.00 20.77 
South Dakota 25.00 23.41 
Tennessee 30.00 20.36 
Texas 28.00 21.81 
Utah 33.00 27.22 
Vermont 28.00 23.40 
Virginia 24.00 18.23 
Washington 35.00 30.02 
West Virginia 30.00 20.23 
Wisconsin 36.00 29.77 
Wyoming 30.00-36.00 28.86 


N. Y. apportionment request 


deadline moved to 10/1/56 


In New York Strate, one factor used in 
the computation of an employer's an- 
nual unemployment insurance contribu- 
tion rate is the “Quarterly Factor.” To- 
tal wages paid over a period of three 
years are compared on a quarterly basis 
and decreases from quarter to quarter 
may possibly have a bearing on an em- 
ployer’s assigned contribution rate. 
Annual bonuses and other lump sum 
payments and remuneration regularly 
paid on a bi-weekly basis would tend to 
cause the quarterly comparison of wages 
to be distorted. Recognizing this, pro- 
vision was made in the New York State 
Unemployment Insurance Law to have 


these payments apportioned equally 
over four calendar quarters. 
Heretofore requests for apportion- 


ment of these payments, applicable to 
the prior calendar year had to be filed 
by July Ist. However, effective July 1, 
1956 Unemployment Insurance Regula- 
tion 30 was amended to provide for ap- 
plications for apportionment to be filed 











by October Ist covering payments made 
during the preceding fiscal year ended 
June 30th. 

Requests for apportionment of such 
remuneration paid ‘during the first six 
months of 1955 and during the fiscal 
year ending June 30, 1956, must be filed 
by October 1, 1956. Employers who, in 
accordance with Regulation 30 in effect 
on June 30, 1956, requested the appor- 
tionment of 1953 and 1954 remunera- 
tion to calendar quarters of such calen- 
dar years may have such remuneration 
re-apportioned over the fiscal years by 
filing a request by October 1, 1956. vr 


Non-charged benefits in 
unemployment insurance 


A GREAT MAJoriTY of the states have an 
experience-rating formula which gives 
effect in computing the employers’ tax, 
in greater or lesser degree, to the bene- 
fits paid to terminated employees. Of the 
46 states where experience rating is re- 
lated to benefit payments, only Louis- 
iana has no provision for the relief of 
charges under certain circumstances. All 
of the other states have non-charging 
provisions. 


By “non-charging” is meant the pay- 
ment of an unemployment-compensa- 
tion benefit without a resulting charge 
to any employer’s account. Generally 
speaking, non-charging occurs with re- 
spect to benefit payments made follow- 
ing a period of disqualification. But it 
may also occur where no question of dis- 
qualification arises, as in the non-charg- 
ing of long-duration benefits in Cali- 
fornia, or of dependency benefits in sev- 
eral states. 

The device may also be used to fi- 
nance benefits which would otherwise 
be denied. In many states a worker who 
quits with certain — usually personal — 
reasons is not denied benefits. The bene- 
fits are non-charged — so that everybody 
pays. The charges are made against the 
fund in general. 

There is reproduced below a chart 
Benefit 
Advisors which sets forth the non-charg- 


published by Unemployment 


ing provisions in the various states: 


“NON-CHARGING” OF U.C. 
BENEFITS 

Benefit Costs not Charged to Employer's 

Experience Records During: Year before 

Computation Date for Rate Year begin- 

ning in 1955 and Types of Benefit Items 

Excluded from Charging in 1956. 
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Benefit Items Excluded 


Percent from Charging, 1956 

“Non Major disqualifications 
Type of Plan charged” Mis- Suitable 
& State (1954) Quit conduct Work 


RESERVE-RATIO PLAN 


\riz 27.2 x x 

Ark Be | x x 

Calif 16.4 x x 

Colo 3.5 x x 

D. Cc. 0.5 

Ga 4.0 x x x 
Hawaii 23.4 x 

Idaho 19.8 

Ind. 0 

lowa 0.04* 

Kans. 7.6 x 

Ky 9.4 x 

La 0 

Me 17.0 x x x 
Mass. 11.0 x x 

Mich. 0 

Mo 9.7 x x x 
Nebr. 18.7 x x 

Nev +4 

N. H 8.7 x x 

N J 0.014 

N. M 17.7 x x 

MN. 2 yg x x x 
N. C. 5.0 x x 

N. D. 17.6 x x 

Ohio 5.1 x x 

Ore 37.2 x x 

Pa 13.2 x x 

S. ( 31.9 x x x 
Ss. D 13.9 x x 

Tenn. 16.4 x x 

W. Va 15.8 x x x 
Wisc 1.3 x 


BENEFIT-WAGE RATIO OR COMPENSABLE- 


SEPARATIONS PLAN 


Ala 4.7 xX 

Conn.* * ? x x x 
Del 16.7 x x 

I}] ? 

Okla. 12.4 x x x 
Tex 15.3 x x 

Va ? 

BENEFIT-RATIO PLAN 

Fla 12.2 x x x 
Md 24.7 x x 
Minn.” 28.5 x x x 
Vt 12.6 x x x 
Wyo. 7.8 x x 
BENEFIT-CONTRIBUTION-RATIO PLAN 
Mont.* ° 30.9 x x 





New York weights reserve ratio 16 points; an- 
n payroll declines, 2 points; quarterly payroll 
leclines, 2 points; and age of account, 2 points. 

Connecticut law provides for the compensable- 
eparation plan of experience rating, which is 
similar in effect to the benefit-wage ratio plan. 

Montana gives equal weight to the ratio of 
benefits to contributions, annual payroll declines, 
and age of account. 

Amounts non-charged in Iowa, New Jersey and 
New York were accumulated from minor items 
common to several states, as discussed in the 
text 


Excludes dependency benefits from charging. 





Payroll taxes + 1 


~I 
~I 


Private unemployment benefits may be 


“wages” when paid; withholding affected 


I ITS RULINGS On taxability of private 
industry supplemental unemployment 
plans, the IRS distinguishes between 
the several types of plans. It recently 
ruled that payments under such plans 
made to jobless workers in the auto- 
mobile industry are not to be regarded 
as wages subject to withholding, unem- 
ployment compensation taxes or old-age 
and survivors’ insurance taxes. However, 
the Service ruled that at the same time 
workers receiving such benefits must re- 
port them as non-wage income on their 
annual income tax returns. Once the 
amount of supplemental benefit pay- 
ments becomes more substantial than 
they are at present, many workers may 
find themselves liable for filing declara- 
tions of estimated tax for the first time. 

IRS has distinguished as between the 
auto plans and the glass company plans. 
As to the latter, since company payments 
are made into a separate fund for each 
employee, they are wages at the time 
payments are made into the individual 
employee's account, subject to withhold- 
ing and social security taxes and com- 
panies become liable for unemployment 
insurance and old-age and survivors’ in- 
surance taxes at that time. 

We will review the steel company’s 
plan for you at a later date. 

As of July 1, 


state actions in relation to supplemental 


1956, the tabulation of 


unemployment benefits stood as follows: 
SUPPLEMENTATION PERMITTED 
By interpretation of attorney general or 
employment security commission 
Arkansas Michigan 
California Minnesota 
Connecticut Missouri 
Delaware New Jersey 
New York 


Pennsylvania 


Dist. of Columbia 
Florida 


Illinois ‘Tennessee 
Kansas Washington 
Kentucky West Virginia! 


6 Excludes frozen credits for vets from charging. 
7 Excludes pregnancy and frozen credits for vets 
from charging. 

8 Excludes 19th to 26th week from charging. 

® Excludes retirement and frozen credits for vets 
from charging. 

le Excludes pregnancy from charging. 
Excludes first week, or a part if there is early 
rehire, from charging. 

12 Excludes dependency benefit from charging. 
Excludes a part if there is rehiring. 

18 Excludes handicapped worker from charging. 
Excludes part if rehired. 

14 Excludes first two weeks from charging. 

15 Excludes first two weeks and “double dip’ 
from charging. 

16 Excludes pregnancy and “double dip’ 
charging. 

'7 Excludes first week from charging. 


from 


Massachusetts Wisconsin 
By Legislation 
Georgia Maryland 


SUPPLEMENTATION Not PERMITTED 
By Interpretation 
Indiana 
Ohio 


By Legislation 
Virginia 


1 Decisions related specifically to the Pittsburgh 
and Libbey-Owens-Ford Glass Companies’ plan, 
generally described as the “income security” type 
of plan. 

* At press time, we note that North Carolina 
has ruled that payments under the Ford-type 
supplemental -unemployment-benefit plan dis- 
qualify claimants for state benefits. 


Social security law enacted; 
rates, benefits, increase 


Now tTuat the President has signed into 
law HR 7725, new higher rates on social 
security will be paid by employer and 
employee. The increase on each is 0.25 
percentage points, or a net increase of 
1214%. New withholding tables will be 
required (see box below). 

The new law extends social security 
coverage, introduces federal disability 
benefits to all citizens covered by the 
OASI system, and lowers the eligibility 
age for women under “ertain circum- 
stances from 65 to 62 years. 





NEW WITHHOLDING TABLES 
AVAILABLE SOON 

YOUR EDITOR is preparing new com- 

bined withholding tables to reflect 


OASI 
required by HR 7 


the increase in withholding 


725, just enacted 
into law. These combined tables show 
the amount to be withheld from each 
employee’s pay on account of both 
social security and income tax, for 
taxpayers with various exemptions, 
on a weekly, bi-weekly, semi-monthly, 
and monthly basis. These new tables 
are made necessary because HR 7725 
makes obsolete tables heretofore in 
use. The combined withholding tables 
are great time savers, providing as 
they do one net figure for each pay 
check, 
calculations. The detailed use of com- 
bined withholding tables is explained 
in our January, 1955 issue, page 60. 


without arithmetic or other 


Announcement of when and how 
the new tables may be obtained will 
be published in our next issue. 
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IRS attempts to stop 2-classes-of-common 


tax-saving plan; legality questioned 


N ow THAT the Treasury is proposing 
an amendment to the Regulations 
would in effect remove 


which any tax 


advantage from 2-class common stock 
capitalization, the question arises as to 
whether it accords with the statute. Ac- 
cording to this ingenious plan, a corpo- 
ration is recapitalized with two classes of 
common stock, identical except that one 
cash 


is entitled to receive dividends 


and the other in tax-free stock dividends. 


How the plan works 

To refresh your memory before get- 
ting into the legal background, here are 
details of how the plan works and the 
manner in which it saves taxes. 

We think the plan has real merit for 
the company wanting to build up ac- 
cumulated earnings for reinvestment. 
The company can finance expansion and 
provide income to stockholders without 
their interests by a_ public 
sale of stock. 
The beauty of the plan is that it gives 
the equivalent of income to stockhold- 


diluting 


additional shares of 


ers, varying between cash and stock divi- 
dends according to the tax needs of the 
stockholders. 

The plan was fully discussed in this de- 
May [4 JTAX 312], and 
commented upon last month [5 JTAX 
71]. Last month we pointed out that the 


partment in 


Treasury was reconsidering the whole 


subject, and advised caution on adop- 
tion of the plan. We also reported that 
many competent tax men considered it 
beyond the Treasury’s authority to hold 


the stock dividends such a plan tax- 


able. 

Because of the great interest in the 
plan, we have discussed it with counsel 
for Citizens Utilities, and obtained 


some of their legal research on this sub- 
ject. The case for the legality of the 


plan rests on the following facts. 

The Citizens Utilities plan includes an 
amended Certificate of Incorporation, 
the directors having plenary power in 
their sole discretion to declare in respect 
the Class A 


Class B common or both either (a) cash 


of either common or the 


dividends, or (b) dividends in property, 

(c) stock dividends in Class A com- 
mon. No provision restricts the dividend 
the Class A 
dividends; no provi- 


declaration in respect of 
to stock 
sion restricts the dividend declaration in 


common 


respect of the Class B common to cash. 


Citizens’ management has _ indicated, 
however, its present intention to declare 
only cash dividends on Class B common 
and to declare only stock dividends on 
Class 


Citizens Utilities has already recapital- 
) I 


A common. 


ized its common stock into two classes: 
Series A, paying only stock dividends, 
and Series B, paying only cash dividends. 

The plan provided for the exchange 
of old the the 
present shareholders having a choice as 


shares for new series, 


to which class of the new shares they 


will take in the exchange. Both Series A 
and B will rank equally with 
respect to the sharing in earnings and 


Series 


profits and in the assets at liquidation. 
The 
both series is with respect to the Series 


only exception to equal rank of 
A stock issued as a dividend ou Series A 
stock, 


dend on 


which new stock issued as a divi- 
the Series 
annually to the cash 
B stock. 
A shares paying only stock 
will be 


A will be equated 
dividends issued 
on the Series 

The Series 
dividends exchangeable for 
Series B shares paying only cash divi- 
But, 


be exchanged for the Series A shares. 


dends. the Series B shares cannot 


shares for 
shares could not take place dur- 


This exchange of Series A 
Series B 


ing the period between the declaration 
and dividends. 
When dividends are paid on one class 
the other class will 
The value of the stock dividend 
paid on the Series A_ stock will be 
equated in terms of market price, at the 
dividend date, 
dividend paid. 


record dates of cash 


also receive divi- 
dends. 


to the value of the cash 


Possible tax troubles 


We mentioned some of the tax angles 
that anyone seriously considering such a 
im- 
that 
one of the two classes might be held to be 


Section 306 preferred so that its sale or 


capital structure ought to consider: 


proper accumulation of earnings; 


redemption would be taxed as ordinary 
dividend; and finally that the stock divi- 
dends on Class A stock might be held to 
be taxable on the ground that the stock- 
holder had an election under Section 
305(b). However, the ruling issued to 
Citizens Utilities expressly held that such 
stock dividends were not taxable. 


Section 305(b) 


Now the IRS Regulations 
[see box] under Section 305(b) which 
would effectively stop use of this plan. 
The prime 
cise of the right by Citizens’ 
holders to convert to Class A 
the 
period made subsequent distributions of 
Class A common, as a dividend on Class 
305 
it was stated, was the domi- 


proposes 


issue is whether the exer- 
share- 
common 


= 


during initial 75-day conversion 


A common, taxable under Section 
(b)(2). That, 
nant factor affecting taxability. 
element, 


Another 
not how- 
to convert Class A 


common on a share for 


deemed dominant, 


ever, was the right 
share basis to 
Class B common at the holders’ option 
(this conversion right is suspended, how- 
between the date of declaration of 
dividends on the Class B common and 
the record date applicable thereto). Sec- 
tion 305 of the Code states in part: 

“(a) General Rule 

Except as provided in 


ever, 


subsection (b), 
the 
distribution made by a 
corporation to its shareholders, . . . in 
its stock ... 

(b) Distributions in Lieu of Money. 

Subsection (a) shall not apply to a dis- 
tribution by a corporation of its stock 

. and the distribution shali be treated 
as a distribution of property to which 
section 301 applies— 

* * *- 


gross income does noc include 


amount of any 


(2) if the distribution is, at the elec- 
tion of any of the shareholders (whether 





—— 
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exercised before or after the declaration 
thereof) payable either— 

(A) in its stock ....or 

(B) in property.” 

It has been commonly assumed that 
Section 115(f)(2) of the 1939 Code was 
transplanted into Section .305(b)(2) of 
the 1954 Code. But a meticulous exam- 
ination of the new statute reveals not 
only fundamental changes in the struc- 
tural pattern but, indeed, in the sub- 
stantive content. Section 115(f)(2) of the 
1939 Code reads: 

“(2) Election of shareholders as to me- 
dium of payment. Whenever a distribu- 
tion by a corporation is, at the election 
of any of the shareholders (whether 
exercised before or after the declaration 
thereof), payable either (A) in its stock 

of a class which if distributed with- 
out election would be exempt from tax 

, or (B) in money or any other prop- 
erty ... then the distribution shall con- 
stitute a taxable dividend in the hands 
of all shareholders, regardless of the me- 
dium in which paid.” 

rhe starting point in Section 115(f)(2), 
in contradistinction to Section 305(b), is 
a distribution . payable either” in 
stock or in money. Hence its operative 
scope encompasses (A) a cash dividend 
declaration with an option to take stock, 
as well as (B) a stock dividend declara- 
tion with an option to take cash. Both 
categories are encompassed. Not so with 
305(b)(2) 


point is “a distribution by a corpora- 


Section where the starting 
tion of its stock”; namely, a stock divi- 
dend declaration. 

Though the construction of Section 
305(b)(2) we advocate is restrictive, it is 
indeed corroborated by the Senate Com- 
mittee Report (S. Rep. No. 1622 (1954) 
240). The Senate Report reads: ‘Sub- 
section (b) of section 305 which corre- 
sponds in part to section 115(8(2) of 
existing law provides an exception to 
And, 
further in the Senate Report, the limita- 
tion is precisely delineated. Says the 
senate Report: 

“Under paragraph (2) of subsection 


(b), if the distribution of stock or stock 


the rule of subsection (a). 


rights is, at the election of any of the 
shareholders payable either in such stock 
(or stock rights) or property, the distri- 
bution, without regard to whether the 
election is exercised before or after the 
dividend declaration, will likewise be 
treated as a distribution of property to 
which section 301 applies.” 

[his makes indelibly clear that the 
starting point must be distribution of 
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stock which, at the shareholders’ elec- 


tion, is payable either in stock or prop- 
erty—before Section 305(b)(2) can begin 
to come into play. 


Do stockholders have an election? 

An indispensable requisite for the 
operation of Section 305(b)(2) is the 
existence of an “election.” An election 
or option (within the purview of Section 
305(b)(2)) comes into existence solely by 
virtue of the terms of the directors’ divi- 
dend-declaration. It cannot come into 
existence from any action of sharehold- 
ers. That precise point was expressly 
made in Capital Estates, Inc., 46 BTA 
986 (1942). Petitioner corporation, plan- 
ning to declare a stock dividend, was 
advised that it would be entitled to a 
dividends paid credit under the undis- 
tributed profit tax only if its stock divi- 
dend were taxable to the receiving share- 
holder and that it would be taxable if 
payable in cash or stock at the share- 
holder’s election. Thereafter, on Jan- 
1937, 


passed a resolution declaring a dividend 


uary 12, petitioner’s directors 
of 66¢ and one share of stock for each 
614 shares. The directors’ resolution was 
silent as to any election or option. 

In holding that the dividend was not 
a taxable dividend under Section 115 
(f)(2), the Tax Court stated: 

“The shareholders had no election... 
When the dividend was declared by the 
directors, the resolution described it as 
payable 90 percent in stock and 10 per- 
cent in cash, i.e., one share and 66¢ for 
each 614 shares held. Not a word was 
said about an election which would 
give a shareholder a right to demand 
anything other than one share and 66¢ 
for each 614 shares held... . 

“No force can be given to the share- 
holders’ resolution . giving their ap- 
proval to the directors’ proposal of a 
stock dividend, even though it was 
passed in response to the directors’ wish 
for a ‘clear mandate’ and recited the im- 
portance of the shareholders’ option of 
taking cash or stock. Shareholders have 
nothing to say in control of the kind of 
a dividend; they must abide by the ac- 
tion of the directors, who alone are 
responsible for the choice of its terms.” 

The opinion then turned to the ques- 
tion of the meaning of the parenthetical 
clause in Section 115(f)(2), critical of the 
issue here under review. Said the opin- 
ion: 

“Since we hold that no election was 
given the shareholders, it is unnecessary 
to discuss the meaning of the parenthe- 


tical provision permitting an election 
to be exercised before or after the 
declaration of the dividend. It is enough 
to say that it assumes that by the declara- 
tion an election will be given, and per- 
mits its exercise to be made either be- 
fore or after the declaration.” (46 BTA 
at 991.) 

Like the directors’ resolution in Capi- 
tal Estates, the resolution of Citizens’ 
directors provides that the dividend 
payable June 28, 1956 in respect of Class 
A common be paid in Class A common 
—no option or election is given to take 
the dividend in cash. 

The decisive effect of the terms of a 
dividend declaration is dramatically de- 
lineated in Southeastern Finance Co., 
4 TC 1069 (1945) where in the same 
taxable year the terms of two dividend 
declarations identical. On 
March 1, 1941, petitioner’s board of 
directors adopted the following resolu- 
tion: 


were not 


“Be it resolved ... that a dividend of 
10% be . . . declared, and that the same 
be payable in cash or stock of the cor- 
poration. Be it further resolved that the 
proper officer . . . proceed to calculate 
and pay out the dividend of 10% 
the same to be paid from the surplus 
of the corporation, or in capital stock 
of the corporation.” 

One shareholder requested cash _pay- 
ment of this dividend and was paid 
$400. The remaining shareholders re- 
quested and were issued stock in the 
total amount of $3,000. The total divi- 
dend of $3,400 was claimed as a divi- 
dends paid credit by petitioner in com- 
puting its personal holding company 
surtax liability. The Commissioner al- 
lowed $400 paid in cash and disallowed 
the $3,000 issued in stock. 

On August 25, 1941, petitioner’s board 
of directors adopted the following reso- 
lution: 

“Be it resolved ... that a dividend of 
20%, be .. 
be payable in stock of the corporation 

Be it further resolved that the 
proper officers . 


. declared, and that the same 


. . proceed to calculate 
and issue the stock dividend of 20% so 
declared.” 

Pursuant to this resolution a dividend 
of $20,400 in stock was paid on August 
25, 1941. The petitioner claimed the 
$20,400 as a cividends paid credit in 
computing its personal holding company 
surtax liability in its return for the fis- 
cal year ended August 31, 1941. The 
Commissioner disallowed this claim in 
its entirety. 
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The issue in respect of each dividend 
declaration turned on the question as 
election existed under 


The 


decision said: 


to whether 
Section 115(f)(2). 


an 
Tax Court in its 
en banc 

“Was the $3,000 paid in stock on the 
dividend declared March 1, 1941, a tax- 
able dividend in the hands of the stock- 
holders? The answer to the question de- 
pends on whether or not the sharehold- 
had 115 
(1)(2), supra, as to the medium in which 


ers an election under section 


the dividends were to be paid, i.€., 
whether in its stock or in money. 


“This dividend was paid pursuant to 


September 1956 


a resolution which provided in part ‘that 
the same be payable in cash or stock of 
the corporation. *** the same to be 
paid from the surplus of the corporation 
or in capital stock of the corporation.’ 
One shareholder requested, and was 
paid, his dividend in cash, amounting 
to $400. Respondent allowed this as a 
deduction. The remaining shareholders 
requested, and were paid, their divi- 
dends in stock in the amount of $3,000, 
which amount respondent has not al- 
lowed as a deduction. It is obvious from 
facts that 
the shareholders had and exercised their 


the mere statement of these 


election ‘after’ the ‘declaration’ 


the terms of section 115(f)(2), 


supra. 


This being true, the $3,000 paid in stock 
on the first dividend was a taxable divi- 
dend paid in computing the basic sur- 
tax credit for the purpose of determin- 


ing petitioner’s dividends paid credit. 
Cf. Capital Estates, Inc., 46 BTA 986. 
Che resolution of 


directors’ \ugust 


25, 1941, it will have been 
cast in an entirely different mold. As to 
this dividend, said the Tax Court: 

“As to the dividend declared August 


25, 1941, the resolution specifically pro- 





IN THE IRS proposed amendment to 
the Regulations under Subchapter C, 
$12, Ser- 


vice tries to prevent use of the two- 


Sections 305(b)(2) and the 
types-of-common recapitalization. As 
is suggested by the accompanying dis- 
cussion, there is some considerable 
doubt as to the legality of taxing to 
the recipient as ordinary income the 


stock 


plan. 


dividends received in such a 

[he change in policy is best de- 
scribed by the language of the pro 
posed new Regulations themselves. 
They say, in part: 

“Nature of election. (1) Section $05 
(b)(2) refers to every election, wheth- 
er express or implied, regardless of 
how or when exercised or exercisable. 
An election is a choice to receive pay- 
another. It 


ment in one medium or 


is immaterial when such a choice 


exercisable. 
Section 305(b)(2) 


arises and when it is 
Thus, for example, 
applies when any shareholder is given 
his choice as to the medium of pay- 
ment of dividends by the terms of the 
corporate charter even though, as to 
distribution, _ this 


any particulai 


choice cannot be exercised after the 
declaration date. A choice to receive 
payment in one medium or another 
the 
the 
corporate charter, the provisions of 
the stock the 


transaction. A 


may arise out of the terms of 


declaration, the provisions of 


certificates or circum- 


stances of the choice 
may be exercisable directly or indi- 
rectly, through action by the share- 
holder or through his failure to act. 
there is election 


Accordingly, an 


where (i) a dividend is paid in cash 





HOW IRS TRIES TO STOP “CITIZENS UTILITIES” 


to some holders of common stock and 
in stock of the corporation to the 
remaining holders of common stock 
and (ii) the shareholders who receive 
stock have the right to demand cash 
or have waived this right. It is im- 
material whether the right to demand 
cash was waived before or after the 
declaration date, by private agree- 
ment, by the terms of the charter, or 
otherwise. Where a corporation hav- 
ing two classes of common stock out- 
standing, with respect to which divi- 
dends may be paid in stock on one 
class and in money (or other prop- 
erty) on the other class, makes a dis- 
tribution (or series of related distri- 
butions) in money (or other prop- 
erty) as to one class and in stock as 
to the other, the distribution of the 
stock is not under Section 305(a) since 
there is a choice as to the medium 
of payment of 
the 


any distribution by 


virtue of existence of the two 
classes of common stock. 

(2) The application of the above 
rules may be illustrated by the fol- 
lowing examples: 

Example (1). 


capitalization 


Pursuant to a re- 

all of the out- 
standing shares of common stock of 
Corporation X are surrendered in ex- 
stock 
stock. Some 
shareholders choose to receive only 
Class A stock, shareholders 
choose to receive only Class B stock, 


change for Class A common 


and Class B common 


some 


and some shareholders choose to re- 
ceive some of each. Dividends may 
be paid in stock or in cash on either 
class of stock without regard to the 
medium of payment of dividends on 


TYPE STOCK SPLIT 


the other class. A dividend is declared 
upon the Class A stock payable in 
Class A_ stock 
is declared the 
Class B stock payable in cash. Section 


additional shares of 


and a dividend on 
305(a) does not apply to the stock 
distributed to the Class A holders. 
Example (2). Pursuant to a re- 
capitalization ... all of the outstand- 
ing shares of common stock of Cor- 
poration Y are surrendered in ex- 
change for Class A common stock and 
Class B common stock, every share- 
holder receiving one share of Class A 
stock and one share of Class B stock 
share of the 


in exchange for each 


common stock surrendered by him. 
Dividends may be paid in stock or in 
cash on either class of stock without 
regard to the medium of payment of 
After 
the recapitalization, and before any 
of the Class A or Class B stock 


been 


dividends on the other class. 


has 


transferred, a dividend is de 
clared on the Class A stock payable 
A stock 


the 


in additjonal shares of Class 
and a dividend is declared on 
Class B stock payable in cash. There- 
after, some shareholders sell some of 
their Class B stock, some shareholders 
A stock, and 
some shareholders exchange Class B 
stock for Class A stock held by other 
After 


exchanges a dividend is declared on 


sell some of their Class 


shareholders. these sales and 


the Class A stock payable in addi- 
tional shares of Class A stock and a 
dividend is declared on the Class B 
stock payable in cash. Section 305(a) 
does not apply to any of the stock 
distributed to the Class A sharehold- 


ers.” 








of the 
‘distribution,’ in strict conformity with 


noted, was 


—EE 


Ve ee — ee 





vide 
of t 
mad 
elec 
divi 
the 
At 

clas 
com 
seqt 


hol 


pl 
th 
of 
CO 


St 





the 
with 
pra. 
tock 
livi- 
Sur- 
nin 
dit. 
D. 
Pust 
was 


$ to 


yust 


pro 








—— 


vided that ‘the same be payable in stock 
of the corporation.’ No provision was 
made for payment in cash or for an 
The 
dividend of $20,400 was declared and on 


election to receive cash. entire 
the same day paid as a stock dividend. 
\t all times petitioner had only one 
class of stock outstanding and that was 
common stock. That stock dividend con- 
sequently was not taxable to the share- 
holders receiving it, section 115(f)(1)....” 
(4 TC at 1091.) 

hese cases make it clear that an elec- 
tion or option with respect to a divi- 
dend distribution comes into existence 
solely by virtue of the terms of the direc- 
tors’ resolution making the dividend 
declaration. The election or option re- 
305(b)(2) 


poses a right in the shareholder to de- 


ferred to in Section presup- 


mand the medium in which the divi- 
| | 


aecndas 


are to be paid, namely, whether 
in stock or in money. 


Is election within Section 305? 


Does an “election” exercised by a 
shareholder pursuant to the terms of a 
reorganization constitute an “election” 
within the purview of Section 305(b)(2) 
or 115(f£)(2)? We believe it does not. 

\ striking case exemplifying this rule 
of law is Knapp Monarch Co., 1 TC 59 
1942). In 1936 Knapp’s stock consisted 
of common and cumulative_ preferred 
stock, the dividends then being in arrears. 
1936 the 


fected a plan of recapitalization which 


In August stockholders _per- 
provided for the exchange of old common 
stock for new on a share per share basis 
ind a similar exchange of the old pre- 
ferred for cumulative 
stock 


new preferred 
\s an inducement to preferred 
stockholders to make the exchange, it 
was provided that a dividend of one half 
share of new common stock be payable 
to recipients of each share of new pre- 
ferred stock. To relieve certain holders 
of preferred from the necessity of con- 
into cash the stock 


verting 


common 
dividend to be declared on September 


15, 1936, the directors adopted a resolu- 


tion declaring a dividend on the new 


ig 
preferred stock payable as follows: “At 
the election of the stockholder, 14 share 
of the Common Capital Stock of the 
corporation for each share of the $2.50 
Preferred Stock; or $6 in cash for each 
share of the $2.50 preferred stock held.” 
On its returns, Knapp claimed divi- 
dends-paid credits for the cash and the 
common stock issued. 

In posing the issue, the Tax Court 
stated: “If, therefore, the petitioner is 


correct in its claim that the issuance of 
the common stock to the old preferred 
stockholders was outside the reorganiza- 
tion and not a part of the exchange, its 
contention that the common stock was 
a taxable dividend is well taken, . . . and 
it is entitled to the dividends paid credit 
claimed in respect thereto.” 

In a decision en banc, the Tax Court 
ruled that 
Section 115(f)(2) was not applicable and 
that the common stock issued (under the 


in a unanimous decision 


dividend declaration) was made _ pursu- 
ant to the plan of reorganization and 
therefore not taxable as a dividend. On 
appeal, (139 Fed. 2d 863 (8th Cir. 1944)) 


the taxpayer abandoned the argument 
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that Section 115(f)(2) was applicable. 
The 8th Circuit affirmed the Tax 
Court’s decision. The Commissioner has 
noted his acquiescence in the Tax 
Court decision. 

IRC Section 305 provides that the 
distribution will be treated as taxable 
only if there is available to the share- 
holder (taxpayer) a right to receive 
either cash (property) or stock. There- 
fore, since no election is available to the 
shareholder it appears that the distribu- 
stock Class A 


stock would be excluded from gross in- 


tion of a dividend on 
come under the general rule set forth in 
Section 305(a) of the Internal Revenue 
Code of 1954. 





pages Byrp has announced that 
the Joint Committee on Internal 
Revenue Taxation will conduct ex- 


tensive studies this autumn “looking 


toward more constructive tax and 
revenue legislation.” This recently 
announced program, to be carried 


out by the staff of the committee 
under Colin Stam, is in addition to 
the previously announced study to be 
made during the autumn by the Sub- 
committee on Internal Revenue Tax- 
ation of the House Ways and Means 
Committee. 

The Joint Committee study will 
inquire into 15 major problems, 
among others, the following: 
enet loss carryover provisions 
*prepaid income and reserves for esti- 

mated expenses 

edoing business abroad 

eeffects of taxation on small business 

eexcise taxation 

ecapital gains and losses 

eaccelerated amortization under cer- 
tificates of necessity 

eannuities 

etaxation of the physically handi- 
capped 

efederal tax liens 

esimplification of the individual in- 
come tax return 

eloopholes in general 

einequities and errors in the 1954 
Code. 
The 


and Means 


Subcommittee of the Ways 
held 


organizational meetings, and reports 


Committee has 


that it will confine its inquiry to a 
limited study of the matters coming 





Two Congressional studies of tax system 
to be carried on during autumn recess 


within its jurisdiction so that the 
study can be completed by the end 
of this Congress and a report made 
to the Ways and Means Committee. 
Accordingly, the Subcommittee has 
agreed to concentrate its efforts on re- 
viewing the new provisions of the 
1954 as 


well as those provisions carried over 


Internal Revenue Code of 
into the new Code without substan- 
tive change to determine what tech- 
nical and substantive corrections and 
changes may be necessary. This review 
will be primarily concerned with 
technical and clerical errors, with am- 
biguities, with instances in which un- 
intended hardships are imposed on 


taxpayers, and with instances in 


which unintended advantages are 
given to taxpayers. A number of cases 
involving such situations have al- 
ready been brought to the attention 
of the Committee on Ways and 
Means by the Treasury Department, 
staffs of the 


by the Congressional 


committees, and by the interested 
public. 

The Subcommittee will also in- 
quire into the administration of the 
internal revenue laws under the Re- 
organization Act of 1951. Some work 
in this field has already been done 
by an advisory group at the direction 
of the Joint Committee on Internal 
Revenue Taxation. 
This 


these 


JournaL will follow both 


studies, and will report to 
readers developments of a technical 
nature which may be of importance 


to tax men. 
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Liberalizing amendment of Canadian-U. S. 


income-tax treaty is under consideration 


the 
discus- 


CANADIAN BUDGET contains 


TT" 

first 
sions directed toward amendment of the 
States 


news we have seen of 


Canadian-United income tax 
treaty. 

Under the treaty now in force, divi- 
dends paid by a Canadian subsidiary of 
an American parent are generally sub- 
ject to a Canadian withholding tax of 
5%, provided the United States parent 
owns at least 95% of the voting shares of 
the subsidiary. Otherwise, the rate of tax 
is 15% 

The Canadian 
Walter E. 
the annual Budget to Parliament, noted 
that it that 


limitation discouraged the United States 


Minister of Finance, 


Harris, Q.C., in presenting 


suggested this 


had been sugg 
parent from allowing Canadian partici- 
pation in the subsidiary. Advising that 
the lowering of the 95% figure had been 


proposed toward the end of last year, he 
stated that “he had reason to hope” that 
an amendment would be accepted. 

Since the tax withheld is 
allowed as a credit toward the United 
States tax, the question arises why, in 
United States 
parent would be concerned whether the 


Canadian 


the ordinary case, the 
tax was 15% or 5%. The answer lies in 
a comparison of the two rates. Disregard- 
ing the low income brackets in both the 
Canadian and United States law and the 
effect of foreign exchange differential, 
Figure 1 shows how the change will 
affect the parent. 
While extent 
95% 


by the U. S. authorities was not stated, 


of reduction from the 


requirement under consideration 


Mr. Harris in his comments mentioned 
that the with 
Sweden, Ireland, and Denmark, the pre- 


in Canadian treaties 

















FIGURE I: EFFECT OF RATE ON TAX TO PARENT 
5% 59, 
Canadian income $100.00 
Canadian tax 47.00 
Dividend to U. S. parent 53.00 
U. S. tax before credit (52%) 27.56 27.56 
47 
Canadian tax deemed paid by parent x 47 22.09 22.09 
100 
Canadian tax withheld (15% and 5% x 53) 7.95 2.65 
Total Canadian tax available as credit 30.04 24.74 
U. S. tax after credit -0- 2.82 
Total Canadian and U. S. tax 30.04 27.56 
lax reduction to U. S. parent 2.48 
30.04 





if there 
were 50% ownership by entities of the 


ferred 5% rate was available 
foreign signatory. 

The Statement to the Royal Com- 
by the Canadian 
March 8th, 1956, 
this interesting grain of salt: 

“Most of the penalty for the American 
parent that has more than 5 per cent 


mission made Tax 


Foundation on adds 


Canadian ownership is probably about 
to be removed, at least in so far as the 
Canadian federal income tax is respon- 
sible. If Ontario and Quebec impose 
corporation profits taxes under the new 
federal-provincial tax arrangements, the 
federal rate will be reduced to 36 per 
cent (excluding old age security tax) in 
the provinces where the greatest num- 
ber of American subsidiaries are found. 
At this level the American parent will 
probably have room to offset the full 15 
per cent federal withholding tax against 
its American tax so that the 95 per cent 
rule, in so far as Canadian federal taxes 
are concerned, will no longer have as 


” 


much importance as it is now thought to 


have. 


New decisions 





Salary from government of American 


Samoa taxable. U.S. citizens employed 
in American Samoa by that government 
are employees of the “U. S. or an agency 
thereof.”” Compensation for their services 
is therefore subject to federal income 
tax. Rev. Rul. 56-127. 


Nonresident alien wife exempt on com- 
munity compensation, though from U. S. 
Government. A citizen who is resident 
in a foreign country is not exempt from 
U. S. tax if his compensation is from 
the U. S. Government. But his wife, a 
nonresident alien, receives her share of 
income from 
United States and thus is 
not taxable. No provision in the Code 
makes foreign earnings paid by the U. S. 
Government “from U. S. sources”; 


this community sources 


without the 


citi- 
zens are merely denied an exemption 
for them. Rev. Rul. 56-269. 


Colombian tax not eligible for foreign 
income tax credit. The Republic of 
Colombia imposes a patrimony tax based 
on both income and property. Upon 
finding that this is a single tax which 
cannot be broken down into separate 
elements, the court concludes that it is 
a tax so different from our concept of 
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an income tax as not to entitle tax- 


payer to a foreign-tax credit for the 
amount of patrimony tax paid during 
the taxable year. Lanman & Kemp-Bar- 


clay Co., 26 TC No. 72. 


Treaty doesn’t cover tax on trust gains 
U.K. 


The court holds that taxpayer, a U. S. 


though all beneficiaries are in 
trustee, Must pay a tax on capital gains 
realized by the trust even though all life 
beneficiaries and remaindermen are resi- 
the U. 
S. and the U. K. exempting resi- 


dents of 
the U 
dents of the latter country from U. S. 


K. The treaty between 


capital gains tax is not applicable, since 


the trustee is not a resident of the 


U. K. and the income here is taxable to 
the trustee. There is no indication in 
the treaty that in the case of a trust the 


the beneficiaries is deter- 
That the U. 
gains tax is immaterial. American Trust 
Co., DC Calif., 6/4/56. 


residence of 


minative. K. has no capital 


Spouse of non-resident alien must file 
separately; standard deduction is $500. 
\ joint return cannot be filed if either 
spouse is a nonresident alient; the 
spouse who is a citizen or resident must 
file a separate return and is according- 
ly limited to a $500 standard deduction. 


Rev. Rul. 56-284. 


British standard tax qualifies for treaty 
credit; not for deduction. In the Biddle 
302 U. S. 573, it was held that the 


standard 


Case, 


british tax on dividends is 


imposed on the corporation and _ that 


therefore the shareholder cannot claim 
l S. deduction or tax credit. A 
deduction is still barred. However, a 


shareholder is permitted by the U. K. 


tax treaty to claim a credit if he adds 
the tax to his gross income. Under the 
Code, a corporation owning a majority 
of the stock of a foreign company is 


treated as having paid its share of in- 
come taxes paid by the British company, 
and it can claim credit therefor. This 
rule applies to the British standard tax. 


Rev. Rul. 56-289. 


Nonresident alien studying in U.S. at 


employer's expense receives taxable 
salary. Employees of foreign branches 
of domestic corporations are brought to 
the lt 


paid to the employee’s dependents while 


S. to study business. The salary 


he is studying under this program con- 
stitutes compensation for services per- 
formed within the U. S. and is taxable 


here (unless specifically exempt because 


the employee was here 90 days -or less 
and the compensation does not aggregate 
$3,000). Rev. Rul. 56-268. 


Pension payments to Dane residing in 
Africa are taxable. Pension payments 
made by a domestic employer or its em- 
ployees’ retirement trust to a Danish 
South Africa 
services he performed in the U. S. are 


citizen residing in for 
subject to the withholding tax. It is in- 


come from U. S. sources on which the 


payor must withhold tax. However, 
should the Danish citizen resume his resi- 
dence in Denmark, the payment would 
be exempt from tax by treaty. Rev. Rul. 


56-325. 


Korea not combat zone after January 
FE, EP22- 
the 
effective January 31, 1955. Accordingly, 


The President has terminated 
status of Korea as a combat zone 
returns must be filed and taxes paid be- 
fore July 30 by 
postponement because of service in the 
combat zone. Rev. Rul. 56-298. 


persons entitled to 


Corporations having deductions but no 


gross income are not Western Hemis- 
phere Corporations. Section 922 provides 
that Western Hemisphere corporations 
get special tax treatment by means of a 
special deduction of 14/52 of their tax- 
able income. The question here is whe- 
ther corporations having deductions but 
no gross income must be included in 
computing this deduction for a con- 
solidated group. The IRS holds they 
may be excluded; they are not Western 
Hemisphere corporations because the 
Code defines such corporations in terms 


of gross income. Rev. Rul. 56-316. 


Net operating loss of Canadian corpo- 
ration not reduced by interest tax-free 
under treaty. The Commissioner reduced 
the net operating loss of the taxpayer, 
a Canadian corporation doing business 
in the United States, by the amount of 
on Canadian _ bonds, 
from U. S. The 
court disagrees; it holds that only in- 


interest received 


exempt by treaty tax. 


terest exempt under the Code reduces 
an operating loss. Canadian Fire Ins. 
Co., DC Calif., 5/31/56. 

Philippine exemption of shipping in- 
come except coastwise similar to U. S. 
The Tax Court upheld taxpayer's claim 
that as a nonresident foreign corporation 
it is exempt on its earnings from its 
Philippine-registered vessel on trips to 


T 


the U. S. The Commissioner had argued 
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that since the Philippine exemptions 


specifically excluded. earnings from 
Philippine coastwise traffic, and the U. S. 
did 


from U. S. coastwise traffic, the exemp- 


exemption not exclude earnings 
tions were not similar and Philippine 
claim U. S. 


tion. The court says it can look at the 


vessels could not exemp- 
practical effect of the laws; it notes that 
by the Merchant Marine Acts foreign- 
registered vessels are barred from U. S. 
coastwise shipping. In effect, therefore, 
the U. S. and Philippine exemptions are 
alike. 

CA-4 holds 
finding that, practically speaking, Phil- 


the Tax Court erred in 
ippine shipping was treated as foreign. 
Until Philippine independence in July 
1946, the Philippines were treated, for 
tax purposes, aS a possession, not aS a 
foreign and 


country, the exemption 


applied only since July 1946. M/V 


Monsuco, Inc., CA-4, 6/5/56. 


No exemption; taxpayer wasn’t actually 
resident in China for full year. Tax- 
the United States, 
managed a company in China. He and 


payer, a citizen of 


his family established a residence in 
China in 1929. In 1941 taxpayer and 
his family returned to the United States. 
As soon as the war was over in February 
1946, the taxpayer returned to China. 


He left China in November 1947 to en- 


gage in another business. While tax- 
payer may have intended at all times 


to return to China as soon as condi- 
tions permitted, the statute exempting 
income of citizens resident in a foreign 
the full 


quires actual residence and not domicile. 


country for taxable year re- 
Since taxpayer was not actually resident 
full 1946 
and 1947, his income for those years is 


not exempt. [Under the 1939 Code, the 


in China during the years 


exemption applied only to a bona fide 
resident for a full year; under the 1954 
Code, only physical presence abroad for 
18 months is required. Ed.] Hennigsen, 
26 TC No. 64. 


U. S.-Canadian treaty does not affect 
U. S. citizen residing in Canada. The 
tax treaty between Canada and the U. S. 
does not permit a U. S. citizen who is 
residing in Canada to apply the flat 
15%, rate to her from U. S. 
sources. She is the 
manner as a resident citizen. The treaty 


income 


taxable in same 
contains a clause reserving to the U. S. 
the right to tax its citizens without re- 
gard to treaty limitations. Crerar, 26 
TC No. 86. 
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Chicago Bar Assn. holds lawyers employed 


by accounting firms violate ethics canons 


AWYERS EMPLOYED by 
4 firms to handle tax matters as mem- 
bers of the accounting firm staff are pro- 
in violation of (1) Canon 35 re- 
(2) 


confidences of a 


ceeding 


stricting the use of intermediaries, 


Canon 37 respecting 


client, (3) Canon 47 on aiding the un- 
authorized practice of law, and (4) 
Canon 22 governing candor and fair- 
ness. So says the Committee on Pro- 
fessional Ethics of the Chicago Bar As- 
sociation. While the opinion setting 
forth the above charges is dated June 


29, 1955, it is only just now published 
in the Chicago Bar Record. 
The 


sions involved 


assumptions, facts, and conclu- 
in this opinion are well 
set forth in the Record’s report. It says 
this: 

attention of the 
Ethics that 


now 


“It has come to the 


Committee on Professional 


the following practices are being 


engaged in within the 


Chicago area: 
1. It is common for certain account- 
ing firms to employ lawyers admitted to 
the Illinois Bar, 


for the 


not to render services 
firm in connection with its firm 
affairs, but to participate actively for the 
firm’s clients in the following matters 
or some of them: 

(a) Federal income and other taxes; 

(b) 

(c) Corporate and partnership prob- 
lems. 

2. The 


the 


Estate planning; and 
| 8 


lawyers, one or more, so sery- 


ing accounting firm: 
(a) Are employed and compensated 
by it on a fixed salary basis; 


(b) Are in 
quainted with the accounting firm’s cli- 


almost every instance ac- 
ents through a partner or employee of 
the accounting firm who is not a lawyer; 

(c) Advise the accounting firm’s cli- 
ents, either directly or through or with 
partner or employee of the firm, in 


matters of the type designated para- 


graph | above; 





accounting 


(d) By individual appearance, or 
with a partner or employee of the firm, 
the the 
United States Treasury Department and 
the States Tax Court in 
come, estate and gift tax matters; and 
(e) Cause documents, 


represent firm’s clients before 


United in- 
information or 
the client 
as to which confidence is required to be 


other communications from 
lodged in files of the employing account- 
ing firm open to access not only on the 
the but by 
personnel of the firm who are not mem- 


part of entrusted lawyer 
bers of the Bar and who are not bound 
to observe and preserve the confidential 
character of such communications and 
confidences. 

3. In the course of handling matters 
of the type designated in paragraph | 
above, the accounting firm’s clients are 
billed by the 


accounting services and payment is in- 


invariably firm alone as 


variably made by the firm’s clients di- 


rectly to the firm alone. Thus, even in 


the cases in which the lawyer is also 
a certified public accountant, all services 
rendered by the lawyer are charged and 
billed to the firm’s clients by, and in 
the name of, the firm. 

4. Employment by accounting firms 
of lawyers to perform services above 
stated is so widespread as to constitute a 
result, if 


the purpose, of these practices is to ex- 


prevalent practice. The not 


tend the services of the employing ac- 
counting firm to include legal matters, 
or matters of mixed law and accounting 
but not predominantly accounting. 


Conclusions 


“On practices 
above outlined the Committee on Pro- 


consideration of the 
fessional Ethics concludes: 

1. The lawyer proceeds in violation 
of the provisions and spirit of Canon 35 
(Intermediaries) when, following his first 
acquaintance with the firm’s client and 


the latter’s legal position, the lawyer 
permits himself to be controlled by the 
accounting firm employing him and per- 
mits his professional services as a lawyer 
to be used by and through the firm on 
behalf of 


ances the intervention of the employing 


its clients. He thus counten- 


and 
client in violation of his duty as a lawyer 


accounting firm between lawyer 
to maintain a personal relationship with, 
and responsibility to, the client. 

2. The lawyer proceeds in violation 
of the provisions and spirit of Canon 37 
(Confidences of a Client) when com- 
munications and confidences entrusted 
to him in connection with his legal serv- 
ices to the firm’s clients are allowed by 
him to be lodged in files open to access 
by others. 

3. The lawyer proceeds in violation 
of the provisions and spirit of Canon 47 
(Aiding the Unauthorized Practice of 
Law) when he permits his professional 
services to aid or to make possible the 
unauthorized the 
firm employing him though subordinat- 


practice of law by 
ing himself and his services rendered as 
a lawyer to the control and direction of 
the accounting firm. 

By performing legal services while in 
the status of an employee of an account- 
firm, the 
tion of the spirit of Canon 22 


ing lawyer proceeds in viola- 
(Candor 
and Fairness). 

By performing legal services while 
the status of an employee of an account- 
ing firm, the lawyer proceeds in viola- 
tion of the spirit of Canon 22 (Candor 
and Fairness). 

“Adopted by the Committee on Pro- 
fessional Ethics June 29, 1955. Approved 
by the Board of Managers ida 


15, 1955.” 


New service offers legal 
forms keyed to tax problems 


Tue INsTITUTE FOR BUSINESS PLANNING, 


a member of the Prentice-Hall family, 
is releasing a new loose-leaf service Tax 
Resolu- 
tions and Plans, Annotated. It is being 
prepared by William J. Casey of the 
New York Bar, and his staff. 

This is a very interesting idea. In two 


Tested Forms of Agreements, 


9 x 12 binders, under 21 headings separ- 
ated by tab sheets, are selected texts of 
annotated with 
special tax problems related to that 


transaction. 


legal documents, each 
Mr. Casey has drawn from 
his own files, those of the SEC, the Tax 
Court, He 
“The 


other 
the 


and 
points out in 


practitioners. 


forward that 
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documents .. . have been in one way or 
another tested and approved with re- 
spect to their tax consequences.” 
\lthough this work has a tax orien- 
tation,” says Mr. Casey, “every effort has 
been and will be made to see that the 
documents are sound in other respects 
and are practical in their treatment of 
other financial and business aspects of 
the kind of transaction to which they 
Mr. Casey’s 
reference to “will be made”’ refers to the 


are intended to apply.” 


fact that supplemental sheets will be is- 
sued continuously; about half the sub- 
divisions are presently covered. We un- 
derstand others will be mailed to sub- 
scribers from time to time. 

Che 21 sections are too voluminous to 
mention here, but they cover most busi- 
ness situations, including corporate or- 
ganizations and operation, partnerships, 
securities, employment, etc., pensions, 
stock options, real estate, oil, etc., etc. 

In addition to the texts of forms and 
each section has a 


alternate clauses, 


number of “Research Notes,” which are 
short essays on a tax probiem important 
to that kind of transaction. The “Notes” 
are cross referenced to the documents 
themselves, so that the technical tax con- 
the con- 


siderations can be studied in 


text of an actual case. 


Those who have used Mr. Casey’s 
work in the past have come to expect 
practical yet thoughtful application of 
tax considerations to business affairs. We 
do not think subscribers to the new ser- 
vice will be disappointed. It has always 
seemed to us a minor wonder of our age 
how a few practitioners, who are also 


scholars and writers, could do such a 
good job in assembling, comprehending, 
explaining, and communicating this 
complicated business of applying tax 
necessities to everyday affairs. Casey is 


one of these, and he’s good at it. w 


Practice of law: reader 
says only courts control 


\FTER CONSIDERING the discussions of 
Messrs. Reuben Clark and Mathias Cor- 
rea in our April issue about the Treas- 
ury’s recent interpretation of Circular 
230, John E. Hughes (of Hughes & 
Hughes, Chicago) wrote us: 

‘Without wanting to enter the con- 
troversy or intimate an opinion, I write 
to point out the discussion on practice 
before the Treasury in your April issue 
leaves untouched two basic questions. 

“First, a line of authority following 


In re Day, 181 Ill. 73, holds 
to authorize one to practice 


the right 
law is a 
judicial function (compare Re: Garland, 
4 Wall 333) and the legislature has no 
power to do it. If so, Congress cannot 
do it much less delegate authority to the 
Treasury to do it. 

“Secondly, if not so and if Congress 
can’ do it, the further question whether 
Congress can delegate general authority 
to do it to the Treasury without pre- 
scribing any standards seems also pres- 
ent. (See Schecter Poultry Co. v. United 
States, 295 US 495.) 

“Concerning the comment that stand- 
ards of the 48 states vary and the right 
to practice federal law cannot depend 
on them, it may be noted admission to 
practice in the United States Supreme 
Court is based on and does depend on 
them.” 

Faithfully yours, 
John E. Hughes 


Part legislatures play 


We discussed Mr. Hughes’ points with 
Mr. Clark (of Clark & Lanahan, Wash- 
ington), and he made these observa- 
tions: 

“Mr. 
point. There seems to exist, however, 
the 


states concerning the extent to which 


Hughes raises an interesting 


considerable uncertainty among 
state legislatures may regulate the prac- 
tice of law before state courts,! or, for 
that matter, before state administrative 
agencies.2 But, whatever the respective 
roles of the legislature and judiciary in 
this regard, the right to regulate the 
practice of law before federal agencies 
appears to be a horse of another color. 


It would long have seemed settled that 


1Compare Gould v. 
309 (1930) with Re Opinion of 
Mass. 607, 180 N.E. 725 (1932). 

2 Compare People ex. rel. Chicago Bar Ass'n. v. 
Goodman, 366 Ill. 346, 8 N.E. 2d 941 (1937), 
cert. den. 302 U.S. 728 (1987) with Clark v. 
Austin, 340 Mo. 467, 101 S.W. 2d 977 (1937) and 


State, 99 Fla. 662, 127 So. 


Justices, 279 


Tanenbaum v. Higgins, 190 App. Div. 861, 180 
N.Y.S. 738 (1920). 

8 Johnson v. Maryland, 254 U.S. 51 (1920). 

4 Brooks v. Mandel-Witte Co., 54 F. (2d) 992 
(CA-2, 1932), cert. den. 286 U.S. 559 (1932); 
DePass v. Harris Wool Co., 346 Mo. 1038, 144 


S.W. 2d 146 
16 N.E. 2d 74 


(1940); In re Lyon, 301 Mass. 30, 
(1938); Auerbacher v. Wood, 139 


N. J. Eq. 599, 53 A. 2d 800 (1947) aff’d., 42 
N.J. Eq. 484, 59 A 2d 863 (1948); Cf. Public 
Service Traffic Bureau v. Haworth Marble Co., 
40 Ohio App. 255, 178 N.E. 703 (1931). 

5 Act of July 7, 1884, 23 Stat. 258, 5 U.S.C. 
§ 261 (1952), which provides that the Depart- 


ment may require “agents, attorneys or other 
persons” to show that “they are of good char- 
acter and in good repute, possessed of the neces- 
sary qualifications to enable them to render such 
claimants valuable service, and otherwise com- 
petent to advise and assist such claimants in the 
presentation of their cases.”’ 

6 Goldsmith v. Board of Tax Appeals, 270 U.S. 
117 (1925). 
7Rule 2 of the 
preme Court. 
SIn re Isserman, 345 U.S. 286, 288 (1952); Sell- 
ing v. Radford, 243 U.S. 46 (1917). See also 
Ex parte McCue, 211 Cal. 57, 293 Pac. 47 (1930); 
Byrne v. Kansas City Ry. Co., 55 F. 44 (1893). 


Rules of the United States Su- 
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the right of federal agencies to deter- 
mine the qualifications of those who ap- 
pear before them is exclusive;3 and that 
for state courts to interfere with lay 
practice before such agencies is an un- 
constitutional of federal au- 
thority.4 It would further seem that 
Congress has, as a matter of fact, pre- 
scribed appropriate standards in dele- 
gating authority to the Treasury Depart- 
ment to regulate practice before it5 — 
although the Department probably pos- 
sesses adequate authority to this effect 
in any event.® Furthermore, the fact that 
three years’ practice before state courts 


invasion 


is a prerequisite for admission to the 
United States Supreme Court bar? does 
not necessarily mean that federal law 
“depends” on state law. The Supreme 
Court has made it clear that, irrespec- 
tive of state action, the power to regu- 
late its own practice lies with it.8 w 


Careful professional attention 
helps farmers file returns 


ONE 


negligent about filing income-tax returns 


REASON farmers are notoriously 
is that there aren’t many tax practi- 
tioners who are interested in helping 
them. In Columbus, Wisconsin, though 
(pop. 3,500), the farmers have E. Clarke 
Arnold to help them. Lawyer Arnold sets 
up appointments for conferences as 
early as December. With the appoint- 
ment letter goes a mimeographed in- 
formation form for the client to fill out 
and bring to the conference. At the 
meeting, the information is put into a 
1040F, depreciation is taken from prior 
years’ returns and adjusted, the tax is 
computed and a check for it written, and 
the return is signed. This method has 
proved both efficient and economical, 
and avoids a last-minute rush. 

Getting correct information from the 
farmer is the biggest problem in this 
system. Mr. Arnold finds that not only 
will farmers not keep complicated books 
—in most cases they don’t have to. The 
record keeping system he recommends 
involves the use of a plain notebook. In 
the first half the farmer puts items of 
income, in the second, items of expense. 
first half, milk 
checks goes on one page, income from 
the etc. Similarly, 
client’s repair expenses take one page in 
the second half, feed purchases another 
page, and so on. This method is simple 
enough and comprehensive enough so 
that the farmer keeps to it instead of 
growing discouraged and giving up. * 


In the income from 


grain on second, 
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New Code on alimony clears up some defects 


in prior law; permits 


os L. MecueM, formerly assistant 
to the chief counsel, IRS, has made a 
study of the 1954 Code provisions cover- 
the 
alimony 


ing divorce. His comments on how 
Code 


payments are of especial interest, so we 


new affects taxation of 
obtained permission to bring you the 


following pertinent excerpts. Mr. 


Mechem, who 
Seattle, 
820. He 

Section 71 of the 


now practices law in 


wrote this for 41 ABA Journal 
says this: 

1954 Code 
over the basic proposition (Section 22(k)) 
that 


carries 


“true” alimony is taxable to the 


wife and is deductible by the husband, 


but it also goes further and enlarges 


upon the kinds of payments that will be 
recognized as alimony for these pur- 
poses by removing or modifying some of 
the former limitations. The general rules 


covering the basic item of alimony are 


set out in three categories, 


(a)(2); 


dealing 


consisting 
(a)(3) 


with a 


of Subsections (a)(1) and 


of Section 71, each 
different factual situation. 
Decree incident to divorce 

Section 71(a)(1) provides that when a 
wife is divorced or legally separated from 
a decree of divorce 


her husband unde1 


or separate maintenance she is taxable, 
in general, upon all periodic payments 
received by her from the husband after 
the effective date of the decree if either 
the decree or a separate written instru- 


ment “incident to such divorce or 


separation” (commonly an agreement be- 
tween the parties) requires the husband 
to make such payment in fulfillment of 
his marital obligation to the wife. In 
this connection it is important to note 
that the payments must have the effect 
of discharging a legal obligation, arising 
out of the marital relationship, which “is 
imposed on or incurred by the hus- 
under a 
incident to 


band under the decree or 


written instrument such 


greater flexibility 


divorce or separation.” This require- 
present in the 
eliminates payments made 
the husband, 
ments not made pursuant to a decree or 


written the di- 


ment, which also 
1939 Code, 


voluntarily by 


was 
and pay- 
incident to 


agreement 


vorce or legal separation. 


Separation agreements 

Section 71(a)(2) holds that a wife is 
also taxable upon all periodic payments 
received by her from the husband after 
the execution of a written separation 
the 
terms of the agreement, required to be 
fulfillment of the 
marital obligation to the wife. However, 


agreement and which are, under 


made in husband's 
this rule is inapplicable if the parties 
are not actually separated (regardless of 
the existence of such a written separa- 
tion agreement) or if they make a single 
income-tax return jointly. 

This rule had no counterpart in the 
1939 Code and is a designed expansion 
of the theory that the disproportionate 
tax burden upon the husband should be 
eliminated where there has been a 
formal economic readjustment between 
the spouses in circumstances closely akin 
subsection (a)(1). 
Here, as in that subsection, 


to those covered by 
it seems clear 
that payments voluntarily made by the 
husband and payments not actually 

quired to be made by the separation 
Note 
that the proposed Regulations provide 
that a 


agreement are not within the rule. 


written separation agreement 


need not be legally enforceable to 


addition, 
these Regulations state that a qualifying 


qualify under Section 71. In 


decree for support may include an 


interlocutory decree of divorce and a 


decree of alimony pendente lite. 


Payments under other decrees 


An additional change from the 1939 


Code is contained in Section 71(a)(3). 


The rule is that all periodic payments re- 


ceived by the wife from her husband 
under a court decree requiring the hus- 
band to make the payments for her 


support and maintenance are taxable to 
her and deductible by the husband pro- 
vided they are separated and do not 
make a single return jointly. The rule is 
applicable, however, only to such pay- 
ments received by the wife after August 
16, 1954 (the enactment date of the 1954 
Code), under a 
March 1, 1954. 


Apparently this rule is applicable re- 


decree entered after 


gardless of the nature of the proceeding 
in which the court decree is entered, and 
if under local law such a decree may be 
obtained without a divorce action, a 
legal separation by court action, or a 
formal written separation agreement, 
the rule nevertheless would apply. 

Care must be taken to distinguish be- 
tween payments made by a husband for 
the support of minor children from ali- 
mony and separate maintenance 
the 


one of 


pay- 
wife which 
the 
The statute expressly ex- 
three rules all pay- 
ments for the support of minor children 


ments made. to may 


qualify under foregoing 


three rules. 


cludes from the 
“of the husband.” 


In all three rules it is expressly pro- 
vided that the periodic payments will 
qualify even though not made at regu- 
lar intervals. This is a desirable qualifi- 
cation because it often happens that for 
reasons entirely beyond his control a 
husband is unable to make one or more 
the 


obviously, 


alimony payments on exact date 


when due and, such a varia- 
tion should not deprive him of the bene- 


fit of these rules. 

Indirect payments 
With 

noted 


the first two rules 


periodic payments which 


respect to 
above, 
otherwise qualify under those rules are 
fully taxable to the wife and deductible 
by the husband although such payments 
are trusteed 


attributable to property, 


life insurance, endowment, or annuity 
contracts and perhaps may include pay- 
ments received by the wife pursuant to 
a transfer to her by the husband of a 
life estate in real or personal property. 
For not at all clear to the 


writer, the third rule entirely omits any 


reasons 


reference to such indirect payments. Pos- 
sibly the thought was that such indirect 
payments would never be encountered 
in the circumstances and situations cov- 
ered by the rule, 
rather violent assumption, in view of the 
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statement in the Report of the Senate 
Finance Committee indicating that the 
same result was intended here as in the 
case of a decree of separate maintenance. 

In the case of trusteed property, the 
first two rules are applicable whether or 
not the payments are made from income 
or principal and the Code provisions re- 
lating to trust distributions are applied 
in determining the time for taxing such 


payments. 


Installment of principal sum 

Section 71(c) states the general rule 
that installment payments of a principal 
sum do not qualify as “periodic pay- 


ments” within the meaning of sub- 


section (a) of Section 71 unless the prin- 
cipal sum is payable over a period of 
more than ten years from the date of 
the decree, instrument, or agreement re- 
quiring the payment, and even then 
only to the extent of 10 per cent of 
the principal sum in any one taxable 
yeal 

This rule, which is carried over from 
the 1939 Code, has been the source of 
litigation. 


considerable Frequently di- 


vorce decrees or property settlements 


refer to lump-sum obligations, payable 


in installments, as alimony payments. 


However, the statute seems to make it 


quite clear that such payments, even 


though required to be made at regular 
constitute 


stated intervals, do not 


periodic payments (unless payable over 


a period of more than ten years) and 
the courts have dealt fairly strictly with 
the rule. For example, it has been held 
rate for a 


that payments at a fixed 


period of ten years or less are not 
periodic because the net result is a legal 
obligation by the husband to pay a 
principal sum in installments. But in 
other cases it has been held that if there 
is added to the husband’s obligation a 
proviso that the payments shall cease if 
the wife remarries or dies, then the pay- 
ments become periodic payments and are 
taxable to the wife and deductible by 
the husband. This is on the theory that 
the contingency with respect to the pay- 
ments makes it impossible to compute a 
principal sum. There are a good many 
Variations of this problem and an otca- 
sional decision will be found applying 
this rule more liberally in favor of the 
husband, and perhaps not all of the de- 
cisions can be entirely reconciled. 


Conversion contingencies 


Regulations list the 
install- 


The proposed 


contingencies that can convert 


ment payments of a principal sum into 
periodic payments as death, remarriage, 
and a change in economic status. This 
may be somewhat narrower than the 
aggregate of contingencies already given 
judicial recogn?tion in the various court 
decisions dealing with the question. 

In the case of alimony arrearages 
which are paid in a lump sum, the rule 
has been developed that if the amounts 
had been periodic payments when due 
then the arrearages, paid in a lump sum, 
are also periodic payments for the pur- 
poses of Section 71(a). 

The requirement that payments made 
by the husband must have the effect of 
discharging a legal obligation to support 
the wife has also given rise to substan- 
tial litigation under the parallel provi- 
sion of the 1939 Code and those deci- 
sions, like the decisions dealing with 
payment of a principal sum in install- 
ments, are applicable under the 1954 
Code. Most of the cases holding that this 
requirement was not satisfied involve 
payments of alimony by the husband to 
the wife, either entirely voluntarily and 
without any agreement, or pursuant to 
an agreement made after a divorce 
decree which provided for no alimony. 
Other cases have reached the same result 
on the ground that the payments were 
in settlement of property rights or in 
satisfaction of some other legal obliga- 


tion existing at the time of the divorce. 
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This requirement is not relaxed in the 
1954 Code. 

It seems generally agreed that the 
changes made by the 1954 Code are all 
desirable ones, but there is some ques- 
tion whether they go far enough to 
correct all of the defects inherent in the 
prior law. Thus, some writers have urged 
that taxing periodic payments to the 
wife, with the corresponding deduction 
to the husband, should be extended to 
include the situation where the spouses 
are simply living apart and do not file 
a joint return. Presumably the rule 
would apply in these situations only 
if the spouses were actually living apart 
during the taxable year in such a man- 
ner as to preclude possible tax manipu- 
lation by the husband and wife. 

Special statutory treatment of lump- 
sum marital settlements has also been 
urged, but the 1954 Code falls short of 
achieving this objective. Nevertheless, 
the present Code provisions represent a 
reasonably well-integrated attempt to 
make the income-tax law conform to the 
split-income concept of taxing spouses, 
with due concern for the economics of 
Working 
well-informed 


alimony and maintenance. 


within this framework, 
lawyers now have enough flexibility so 
that they can achieve income-tax con- 
sequences which are fair and which will 
intention of the 


“a 


carry out the real 


parties. 


F aulty reimbursement arrangement 


causes loss of standard deduction 


Ox OF THE trickiest sections of the 
law—and it’s very important to em- 
ployees—governs the deduction of ex- 
penses in computing gross income. If ex- 
penses are deducted here, the employee 
can also elect the standard deduction. 
The Moorman case (page 190) tells of 
an attempt that failed. But Moorman’s 
failure arose not from a technical error 
but because of the simple fact that in 
were not reim- 


reality his expenses 


bursed. Here’s how the Tax Court 
looked at it. 

“The contract of employment clearly 
provides for the payment of commissions 
to the petitioner in a stated percentage 
of sales in his territory. There can be 
no question that the full amount there- 
of received by petitioner constitutes 
gross income to him. 





“The taxpayer incurred expenses in 
connection with his employment, includ- 
ing expenses of transportation and meals 
and lodging while away from home on 
his business trips. 

“The taxpayer contends that under 
Section 22(n) all of his expenses are de- 
ductible in computing adjusted gross in- 
come. His further contention is that he 
benefit of the 
standard Section 
23(aa), in computing his net income. 


is entitled also to the 


deduction under 

“Section 22(n), in material part, pro- 
vides: 

‘The 
means the gross income minus— 

‘(2) Expenses of Travel and Lodging 
in Connection with Employment.—The 
deductions allowed by Section 23 which 
consist of expenses of travel, meals, and 


term ‘adjusted gross income’ 
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lodging while away from home, paid or 
incurred by the taxpayer in connection 
with the performance by him of services 
as an employee; 

‘(3) Reimbursed Expenses in Connec- 
tion with Employment.—The deduc- 
tions allowed by Section 23 (other than 
expenses of travel, meals, and lodging 
while away from home) which consist 
of expenses paid or incurred by the tax- 
payer, in connection with the perform- 
ance by him of services as an employee, 
under a reimbursement or other expense 
allowance arrangement with his employ- 
er’; 

“Clearly, under Section 22(n)(2), the 
petitioner is entitled to deduct, in com- 
puting adjusted gross income, proper 
amounts representing expenses of travel, 
meals and lodging while away from 
home in the pursuit of his trade or busi- 
ness. On the other hand, we are of the 
opinion that the items listed in the peti- 
tioner’s expense accounts other than 
those for travel, meals and lodging while 


away from home, consisting of supplies 


and miscellaneous, entertainment, ad- 
vertising, and salary and expenses of 
Ben J. Kerr, although deductible in 


proper amounts under Section 23(a)(1) 
(A) in computing net income, are not 
22(n)(3) 
computing adjusted gross income. 


deductible under Section in 
“The petitioner contends for the al- 
of 


expenses 


lowance the deductions these 


22(n)(3) 


on the ground that he had ‘a reimburse- 


for 


other under Section 


ment or other expense allowance ar- 
rangement with his employer.’ He refers 
to that portion of the employment con- 


tract which provides that: 


The clause at issue 


“The Company will reimburse you for 
all of your expenses which we approve, 
including compensation of any people 
employed by you, traveling expenses, 
telegraph and telephone expense (except 
as noted below), and entertainment ex- 
penses, but we will deduct the same from 
the commissions payable to you under 
this contract.’ 

“In the first place, the contract itself, 
as well as the testimony of an officer of 
the employer, establishes that this pro- 
vision was inserted for the purpose of 
computing the amount of taxes to be 
withheld by the employer. To that end 
the contract contemplated that the peti- 
tioner would submit to the employer 
each month a statement of his expenses 
and the employer agreed that ‘we will 


exempt the total amount of your ex- 
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penses from your monthly earnings in 
calculating your withholding tax on 
earnings, but it was provided that if 
the 
specified time ‘it will be necessary for us 


accounts were not received at a 
to take out the withholding tax on your 
The 


shows that the employer made no inves- 


entire gross earnings.’ evidence 
tigation or audit of the expense accounts 
other than to check them for mathema- 
tical errors. This is quite understand- 
able since the employer was not _particu- 
larly concerned with the accuracy of the 
statements submitted. In this connection 
it is to be noted that the employer is 
protected against the payment of any 
expenses of the petitioner in excess of 
commissions earned, since the reimburse- 
ment is limited by the specific terms of 
the contract to the expenses ‘which we 
approve.’ 

“Since we have before us no question 
as to withholding tax, we express no 
opinion as to the effectiveness of the 
contract for that purpose. However, we 
think it is clear that this provision of 
the contract create a reim- 
other expense-allowance 
the meaning of 
Section 22(n)(3). As we have pointed out 


does not 


bursement or 
arrangement within 
hereinabove, the employment contract 
provided for the payment to the peti- 
tioner of commissions in the amount of 
specified percentages of sales in the pe- 
titioner’s and 
sions represented compensation to him 
for his services. We think that is what 
he received and nothing more. The sub- 


territory, these commis- 


stance of the employment contract was 
that he was to receive his commissions 
and pay whatever expenses he found it 
necessary to incur in earning his com- 
missions. The amount which he would 
receive was determinable without refer- 
ence to the amount of expenses which he 
might incur. Thus, although the con- 
tract states that the petitioner will be 
reimbursed for his expenses, the claimed 
effect thereof reimbursement 
rangement within the meaning of the 


as a ar- 
statute is destroyed by the further pro- 


vision that ‘we will deduct the 
from the commissions.’ It may be point- 
ed out, by contrast, that the contract of 
employment does provide for actual re- 


imbursement to the petitioner of certain 


Same 


other types of expenses which he might 
incur on behalf of the company, and 
such reimbursement is specifically made 
payable without deduction from his 
commissions. 

“The taxpayer cites in support of his 


position Rev. Rul. 55-196, 1955-1 C.B. 






and Rev. Rul. 55-288, 1955-1 C.B. 
The first cited ruling is not in} 





492 
257. 
point. It does not involve Section 22(n) 
(3). It deals only with the determination 
of ‘wages’ for purposes of the Federal 
the Fed- | 





be 


Insurance Contributions Act, 
eral Unemployment Tax Act, and Col- 
lection Tax 


| 
Source on 
Wages. The second cited ruling does re- 


of Income at 
late to Section 22(n)(3), but does not 
support the petitioner’s position. As we 
understand that ruling it recognizes that \ 
where there is a reimbursement arrange- 
ment or other expense allowance, in ad- | 
dition to the employee’s compensation, 
the amount of the reimbursement or 
allowance may be deducted from gross 
income in computing adjusted gross in- | 
come if proper identification of such , 
amount is made. However, that ruling 
does specifically hold that an arrange- 
ment whereby an employee is paid a 
salary with the understanding that he 
will pay his own expenses in the per- 
formance of his employment does not 
constitute a reimbursement or other ex- | 
the 


purpose of Section 22(n)(3). In the in- 


pense-allowance arrangement for 


stant case the petitioner is not entitled ) 


the in 


question in addition to his compensa- 


to reimbursement of expenses 


tion. 
“We conclude that in determining the 


amount of the adjusted gross income for 
each year, the petitioner is not entitled 
to deductions from gross income other 
of 


away 


than proper amounts for expenses 


travel, meals and lodging while 
from home. 

“It follows that if the petitioner is to 
obtain the benefit of deductions on ac- 
count of the expenses in question other 
than those for travel, meals and lodging 
while away from home, it must be by 
deduction from adjusted gross income 
at But, of 
course, under Section 23(aa)(1)(A)(2) the 
petitioner is not entitled to these deduc- 


in arriving net income. 


tions and also the standard deduction 


in computing net income.” % 


Prepaid medical expenses 
are not deductible 


TAXPAYER BAssETT, a man who could af- 
ford to and did take a gamble, prepaid 
in 1950 $4,000 to a hospital for his 
in 1951 (her 
hospital bill in that year was $3,800). 
The Tax Court said Bassett could not 


mother’s treatment there 


deduct the prepayment. (See case note, 


—~———. 


~~ 
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page 190.) Of course the Tax Court did 
not have the later years’ returns before 
it, but it is hard to see how a deduction 
could be allowed for a year in which he 
did not make a payment. 
income was big—$190,000. 


amounted to 


Jassett’s 
The nondeductible 5% 
$9,500, and the disallowance of the pre- 
payment brought his medical expense 
down below the 5% mark. He probably 
figured out that he could get a medical 


could 


bunch several years together. Perhaps he 


expense deduction only if he 
tried to have the hospital and doctors 
that this 


was impossible to arrange. If the pre- 


allow him credit and found 
payment scheme worked, he would have 
been bunching. 

In denying the deduction, the Tax 
Court said: 

Che legal question presented is one of 
first impression and involves the con- 
struction of Section 23(x) of the Internal 
Revenue Code of 1939. 

Petitioners contend that the contested 
payment satisfies the two tests specified 
in the statute, i.e., a payment made in 
the taxable year and for medical care. 
We are of the opinion that the section 
may not be so literally and narrowly con- 
strued. oe ee 

The intent of Section 23(x) of the 
Code appears to be clear. It is to allow 
a deduction for expenses incurred and 
paid in the taxable year for medical 
care. Expenses are not incurred in the 
taxable year unless a legal obligation to 
pay has arisen. 

lo construe the statute as petitioners 
contend, in our opinion, would violate 
the purpose of its enactment and yield a 
result contrary to the Congressional in- 


tent. In computing the medical expenses 


or a taxable year, to include a prepaid 
item for medical services not rendered in 
the year of payment might qualify a tax- 
payer for a medical deduction, whereas 
if an advance payment for medical care 
is not given recognition the total medi- 
cal expense may not be in excess of the 
5% limitation in either the taxable year 
or ensuing years. The use of prepaid 
items might, therefore, have the effect of 
distorting income. Furthermore, if an 
advance payment for one year is to be 
recognized as within the purview of Sec- 
tion 23(x), such payments for a number 
of years would have to be treated as 
within the statute. 

\ggregate payments made in the tax- 
able year for medical expenses actually 
incurred in prior years have been al- 
lowed in computing the medical deduc- 





tion under Section 23(x). In such situa- 
tions both the letter and the intent of 
the statute are met. 

The courts have denied a deduction 
by a lessee for advance rental payments, 
for prepaid insurance premiums to a 
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taxpayer on the cash basis, and for ad- 
vance payments for services to be per- 
formed in a subsequent year. The ad- 
vance payment here in question is an- 
alagous in principle to those involved in 
the foregoing authorities. * 





Payments made as alimony pendente lite 
not deductible. In his wife’s suit after 
he had deserted her, taxpayer was or- 
dered to pay her alimony pendente lite. 
In claiming a deduction for such pay- 
ments, taxpayer argued that under the 
law of the state his wife’s action was 
equivalent to suit for separate main- 
tenance. The court denies the deduc- 
tion, finding that the payments were 
nevertheless not under a decree of di- 
vorce or separate maintenance. [Under 
the 1954 Code Section 71(a)(3) such pay- 
ments are deductible. Ed.] Richardson, 
CA-4, 5/22/56. 


When alimony payments are contingent 
they are not installments on a principal 
sum. Pointing to many similar decisions 
of other circuit courts, this court holds 
that contingent payments are deductible 
as alimony and are not installments of a 
principal sum. Taxpayer was required 
to pay $14,000 over six years, but pay- 
ments would cease on former wife's 
death or remarriage. Further, since the 
parties stipulated that the payments 
were made pursuant to the divorce pro- 
ceedings, and since the stipulation was 
not amended or set aside, it cannot now 
be argued that the payments were not 
made subsequent to the decree. The Tax 
Court is reversed. Payments are deduc- 
Birdwell, CA-5, 


tible by husband. 


6/28/56. 


Ex-wife taxable on husband’s payments 
to her mother. The Tax Court had pre- 
viously decided that taxpayer’s ex-hus- 
band could deduct as alimony payments 
made to the wife’s mother as provided 
in the property settlement between 
them. It then held that the wife is tax- 
able on these payments. This court af- 
firms. Lehman, CA-2, 6/29/56. 
incident to a_ divorce 
decree obtained six years later. The 
Tax Court that an 
dated August 9, 1940 was incident to a 
1946, even 


though it was not mentioned in the 


Agreement is 
holds 


agreement 


divorce decree obtained in 





decree. The agreement provided that it 


would be effective in the case of divorce, 
and the wife relied upon the agreement 
in ignoring the divorce action when she 
thereafter accepted the payments in 
accord with the terms of the 1940 agree- 
ment. She is required to include the pay- 
ments in her income as alimony. Pease, 
26 TC No. 92. 


Payments to support children not de- 
ductible as alimony. A separation agree- 
ment incorporated in a divorce decree 
required the husband-taxpayer to pay 
$250 a month to the wife for the sup- 
port of herself and her two minor 
children. The payments were to be cut 
in half on the death, emancipation or 
attainment of age 18 of one of the 
children, and were to be entirely elim- 
inated on the death, emancipation, or 
attainment of age 18 of both. The pay- 
held 


support of the children; as such, they are 


ments are made solely for the 
not deductible by the husband as ali- 
mony. Deitsch, 26 TC No. 93. 


Purchase of insurance policy not de- 
ductible alimony. The taxpayer cannot 
deduct as alimony $4,000 he paid his 
employer to purchase an _ insurance 
policy on his own life which the em- 
ployer owned. Although the taxpayer 
was required by the divorce decree to 
maintain such a policy for his wife's 
benefit, the payment was not for insur- 
ance premiums but was to acquire a 
capital asset. Morrison, TCM 1956-146. 


Periodic payments to end before ten 
years after divorce are not taxable ali- 
mony. On February 13, taxpayer and 
her husband entered into a separation 
agreement which was incorporated in 
a divorce decree on February 16. The 
principal sum provided in the agreement 
was to be paid within ten years from 
February 13. Since this period was less 
than ten years from the date of divorce, 
the payment was not a periodic pay- 
ment and was not taxable to the wife. 
[Under the 1954 Code, the ten-year 
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NEW TAX LAWS PASSED 


plac rAx LAWs of considerable 
importance to special groups are 
among those passed by Congress and 
sent to the White House in the final 
days before adjournment. Brief sum- 


maries follow. 


Patent royalties 

The 1954 Code says payments made 
mn account of transfer of patent rights 
are Capital gains, whether or not pay- 
ments were based on a percentage of 
volume, saies, or profits. The Treas- 
ury had denied this treatment to pre- 
1954 Code transactions. Now the law 
1954-Code 


actively to May 3, 


extends treatment retro- 
1950, irrespective 
of when the sale was made. 
Hirshon, Godley, overruled 

Che now-famous Hirshon and God- 
ley cases [see 2 JTAX $ 
full value of 


taxed the 
kind, 


though in excess of the earnings or 





dividends in 


profits of the corporation. The new 


law partially overrules these cases, 
makes the dividend in kind taxable 
at ordinary-income rates only to the 
extent of earnings or profits of the 
corporation. Read this law carefully; 
it has exceptions for FHA loan pro- 
ceeds, inventory assets, and for certain 
new law amends 
1939 Code, 


applies to all years under that Code. 


corporations. The 
retroactively the and 
Investment company shareholders 


Shareholders of regulated invest- 
ment companies are deemed to have 
paid the 25% tax on undistributed 
long-term capital gains, under the 
new law (PL 700). The basis of shares 
owned is increased by 75% of the 
amount of the 


undistributed long- 


term Capital gains. 


Trademarks and names 

Beginning in 1955, expenditures 
made in connection with trademarks 
and trade names is amortizable over 
60 months or more, though the new 
rule applies only to new items, not 
to purchase of existing trademarks or 
trade names. 


Railroad reorganizations 


A new amendment changes the 
1954 Code so as not to recognize 
gain on certain transfers in railroad 
reorganizations under the Bankruptcy 
Act. 

Involuntary conversion of cattle 


The 1954 Code is amended to en- 
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able owners of livestock ‘to treat as 
an involuntary conversion the sale of 
livestock (draft, breeding or dairy) 
because of drought. Thus, if the 
animals are replaced within the pre- 
scribed time any gain on their sale is 
not reportable. 
Life insurance companies 

The 1955 formula for taxing life 
insurance companies’ income is ex- 
tended to years beginning in 1956. 
Admissions tax reduced 

Admissions tax will henceforth be 
collected on admissions of more than 
10 cents, instead of on more than 
50-cents, the exemption heretofore 


allowed. 


Travel tax reduced 

The Senate has passed and sent to 
the President HR 11995 eliminating 
the 10% tax on travel for the por- 
tion of a trip outside the United 
States, effective October 1, 1956. Ex- 
cluded from this exemption, by 
definition as “taxable transportation”, 
is that part of a trip beginning and 
ending in the U. S. which may be 


outside U. S. borders, or that begun 


in the U. S. and ending in Canada or 
Mexico within 225 miles of the near- 
est U. S. point. 
Social Security increases 

The 


provided by the new social security 


increased benefits and rates 


law are listed on pg. 177 of this issue. 


Other changes in the works 

As we go to press, the following 
measures, passed by Congress, are 
awaiting the President’s signature: 

Charitable contributions: Contribu- 
tions to medical research organiza- 
tions would be allowed for the extra 
10% deduction (HR 12152). 

Charitable bequests: Deduction for 
estate tax would be allowed for cer- 
tain bequests subject to power of ap- 
pointment for charitable uses (HR 
11834). 

Grain storage facilities: Amortiza- 
tion period would be extended (HR 
9083). 

Real estate investment trusts: Such 
trusts would be taxed like regular 
investment companies (HR 4392). 

Transportation tax: HR 7634 would 
exempt from tax on transportation of 
persons amounts of 60 cents or less. 








period starts from the date of the agree- 
ment. Ed.] Newman, 26 TC No. 88. 


Hotel proprietor can’t deduct cost of 
own food and lodging though necessary; 
Tax Court reversed. Taxpayers owned 
and operated a hotel to which they de- 
voted their full time and attention, al- 
though they owned a home elsewhere 
which they occasionally occupied. The 
Tax Court held that the cost of meals 
and lodging of an owner-operator of 
a hotel is an ordinary and necessary 
business expense. This court reverses. 
The 


personal expense. It may be necessary, 


cost of food and shelter is a 
but it is not a business expense. Partners 
and single proprietors are not covered 
by the ‘“convenience-of-the-employer” 


rule governing employees. ‘Taxpayers 
did not prove that the expenses incurred 
exceeded the normal cost of their food 
and lodging. 

One dissent: the test of whether an 


expense is business or not should not 
depend on whether taxpayer is self- 


employed. Doak CA-4, 6/5/56. 


Expenses not really reimbursed; can’t 
take them and also standard deduction. 
Although the contract with his em- 
ployer was termed a “reimbursement ar- 
rangement,” expenses incurred by the 
taxpayer were in fact borne by him be- 
cause they were offset by the employer 
against commissions due him. Therefore, 
the expenses were not deductible from 
adjusted gross income as reimbursed ex- 
penses. They were deductible in com- 
puting net income in lieu of the stand- 
ard deduction. [See discussion, page 187. 
Ed.| Moorman, 26 TC No. 82. 


No deduction for prepaid medical ex- 
pense. Knowing that his mother would 
require hospitalization throughout the 
following year, taxpayer made an ad- 
vance payment of $4,000 to the hospital 
in December. Noting that this was the 
first time the question was presented, 
the court holds that such a_ prepaid 
item does not constitute a medical ex- 
pense deductible in the year paid. To 
allow such a prepayment. would be to 
disregard the intent of Congress and 
to distort income. [See comment, page 
188. Ed.| Bassett, 26 TC No. 77. 


Constitutionality of estimated tax up- 
held. The coutt sustains the imposition 
of the penalty for failure to file esti- 
mated tax in accordance with provisions 
of the statute. Walker, DC Tex., 5/21/56. 
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Stock-purchase plans for other than 


retirement are gaining in popularity 


M ANY COMPANIES are coming to real- 


ize that employees have just as 


much trouble laying by a little money 


for emergencies as they do for retire- 


ment. Consequently, these employers 


are setting up .stock-purchase plans 
which assist employees to develop re- 
serves for use during their working days. 
Robert S. Swaim, vice president of the 
National Bank of 


this growth, 


First Chicago has 


studied and reports [at a 
recent American Management Associa- 
New York] as follows: 


“There has been a pronounced trend 


tion meeting 


in the last few years to adopt plans 


whose primary purposes are not parti- 
cularly keyed to retirement benefits. In- 
stead, they are designed to provide a 
means by which employees can accumu- 
late capital assets, and to serve as re- 
serves to meet the financial emergencies 
that occur during the period of active 
employment. The same factors that have 


made it difficult for employees to pro- 


vide financially for their own retire- 
ment, and attractive for employers to 
do it for them, have also made it desir- 
able for employers to aid in the estab- 


lishment of these supplemental funds, 
particularly where adequate retirement 
benefits have also been provided by a 
formal pension plan. These supplemen- 
plans have taken a variety of forms, 
old 
stock-bonus plans, 


including the good contributory 
profit-sharing plans, 
stock options, and others. It is in this 
that the of un- 
stock 


of the employer can be utilized to its 


area tax-free treatment 


realized gain on distribution of 
fullest extent, and many of these plans 
concentrate heavily in employer stock. 

“There 
called 


were 


is a group of these plans, 


“Savings Plans,” which for years 


confined almost entirely to the oil 
industry but which are now being ex- 
industries as well. 
Basically they are contributory plans, 


but the employer often adds up to 50% 


tended out into other 


Al- 


contribution is 


of what the employees contribute. 
the 
invested 


though 
usually 


employer 
entirely in its own 
stock, the employee has the option of 
having his own deposits or savings in- 
vested in Series E Savings Bonds, in 
company stock, or in a selected list of 
he also has the 
privilege of changing these investments 
at his Withdrawal _privi- 
leges are flexible enough to justify the 
employee’s treating his equity as a sav- 
ings reserve, 


investment trust yp Rat 


own option. 


but at the same time there 
is an inducement to allow the funds to 
accumulate until 
the Regulations 
the of Series E 
Bonds in the name of the trustee of this 
limited type of trust, and in denomina- 


retirement. A recent 


change in Treasury's 


permits registration 


tions up to $100,000; and this has eased 
some of the administrative problems. 


Chrysler 


SHAREHOLDERS OF CHRYSLER Corporation 
recently voted approval of a comprehen- 
Un- 
der the stock-purchase plan, more than 


sive employee stock-purchase plan. 


16,000 salaried employees of the corpo- 


ration and its subsidiaries are initially 


eligible to invest 
The 
Chrysler to 


in the company’s suc- 
cess. plan is designed to enable 
attract the 


vices of competent and able employees 


and retain ser- 
in the face of increasing competition for 
personnel in industry generally. 

Excluded from the provisions of the 
plan are directors of the corporation 
and those employees who participate in 
the company’s Supplemental Unemploy- 
ment Benefit Plan or receive compensa- 
tion in lieu of such unemployment bene- 
fits. 

Those eligible will be able to save by 
regular payroll deductions up to 10% 
of their base salary but not more than 
$2,500 in any one year. 
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“The development of these programs 
interest on the 
part of employers in encouraging their 
employees to become stockholders. Hard- 
ly a week goes by without the announce- 


indicates an increased 


ment of a new stock-option plan. Most 
of these, of course, are qualified restrict- 
ed stock options. An alternative being 


used by a number of companies is a 
rather simple program that provides for 
regular contributions to a custodianship 
often 
augmented by matching employer con- 
tributions to some limited extent. The 


aggregate deposits are used by the cor- 


account, by payroll deductions, 


porate custodian to buy shares of em- 
ployer stock on the open market each 
month, which are averaged as to cost, 
account 
in the ratio that his contributions for 
the month bear to the total, even to the 
necessary fraction of a share. Dividends 
additional stock 
or are distributed in cash; and the stock 
itself is distributed every few years, or 


and assigned to each employee’s 


are either used to buy 


upon any earlier termination of employ- 
ment, to encourage the feeling of actual 
stock-ownership. 

“The basic principle of all of these 
stock-ownership programs is the pay-as- 
you-go feature that offers a convenient 
means of acquiring small units of stock 
regularly, instead of buying on credit 
and running the risk of a falling market 
before the stock actually has been paid 
for by the employee.” w 


approves employee stock-purchase plan 


For each dollar an employee invests 
under the program, and if consolidated 
of con- 


net earnings do not exceed 5% 
will 
of 


and 
common stock. If the 


solidated net sales, the company 
contribute 
the 

40% 
net earnings sales ratio is between 5 and 
the 50 
cents for each employee dollar and in- 
50% of the funds in U.S. bonds and 


in Chrysler 


40 cents and invest 60% 


funds in Government bonds 


in Chrysler 
4%; company will contribute 
vest 
RHO” 
50% 
net earnings sales ratio is over 7%, the 


common stock. If the 


company will contribute 60 cents for 
each employee dollar and invest 60% 
of the funds in Chrysler common stock 
and 40% in U.S. 


The corporation guarantees that each 


bonds. 


employee who invests in the plan will 
get back his bonds and common stock, 
or cash at least equal to the total of his 
payroll deductions, up to a period of five 
years. w 
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Civilian war worker not resident of for- 
eign country; taxed on income (old law). 
Taxpayer was a civilian assigned by his 
employer to work abroad under United 
States Air Force control. This court 
holds that he was not a bona fide resi- 
dent of a foreign country. He served 
abroad in uniform in countries under 
allied military control, was under Ai: 
Force control at all times, and generall;, 
did not partake of the customs of the 
foreign country. The fact that his em- 
ployer did not withhold his tax is not 
conclusive. Taxpayer’s income earned 
abroad is not excludable from taxable 
income. [Under present law, earnings 
while abroad for eighteen months are 
exempt up to $20,000.Ed.| Brown, DC 
Mo., 4/17/56. 


Distribution because of death of em- 
ployee after retirement taxed as ordin- 
ary income (old law). Upon his retire- 
ment in 1949, Judge Hill elected to take 
his New York State Employees’ Retire- 
ment System benefits under an option 
providing that if he died before receiv- 
ing annuity payments equal to the value 
of the annuity at the time of his re- 
tirement, the balance was to be paid to 
taxpayer. In 1950 Judge Hill died. The 
court holds that the payments to tax- 
payer were not made as a result of a 
separation from the service of the de- 
1949, but 
made on account of his death after re- 


cedent’s employer in were 
tirement. Consequently, the excess of 
receipts over decedent’s unrecovered cost 
is ordinary income. [Distributions from 
a qualified plan because of the death of 
the covered individual after retirement 
qualify for capital gain under 1954 Code 
Section 402. Ed.| Gordon, 26 TC No. 95. 


Limitations on deductions for contribu- 
tions to pension plans and profit-sharing 
plans must be computed separately. 
Taxpayer had a pension plan and a 
profit-sharing plan. The Code limits the 
deduction for pension plans to the 
actuarial cost and for profit-sharing plans 
to 15% of salaries. It also provides an 
over-all limit of 25% of compensation 
if both plans are used. In this case, 
25% of compensation was more than the 
sum of the two separate limitations. 
Taxpayer argued that its contributions 
to those plans were subject to the 25% 


over-all limitation only. In a case of 
first impression, the court disagrees. The 
law states that if amounts are deductible 
for purposes of two or more types of 
plans then the 25% over-all limitation 
applies. The Regulations upholding the 
Commissioner’s position were given ap- 
proval by the re-enactment of the 1939 
Code provisions in the 1954 Code. More- 
over, tax statutes creating deductions are 
strictly construed against the taxpayer. 
The district court is affirmed. Parker 
Pen Co., CA-7, 6/19/56. 


Pooled pension trusts approved. Quali- 
fied pension trusts may pool their funds 
in a group trust to provide greater di- 
versification of investments. The group 
trust will be exempt if participation is 
limited to exempt pension and _ profit- 
sharing trusts and the equities of the 
member trusts are separate. Rev. Rul. 


56-267. 


Option really legal fee; gain is ordinary. 
Taxpayer, as attorney, represented the 
sellers of coal lands. In 1944, to facili- 
tate the sale, he received an undated 
option from one of the property owners. 
Upon the sale of the lands in 1947, tax- 
payer retained $24,000 which he alleged 
represented proceeds of the sale of this 
option and constituted a long-term 
capital gain. The court finds that he 
never had any interest in the option 
and that the $24,000 retained by him 
represented compensation for his services 
sale. TCM 


in securing the Brown, 


1956-141. 


Payments were compensation not loans. 
Taxpayer was associated in writing and 
producing motion pictures for a corpo- 
ration. The court finds that the amounts 
which the corporation paid to him are 
compensation rather than loans. Al- 
though the compensation was for future 
services, it was taxable in the year of 
receipt. Rouse, TCM 1956-138. 


War prisoner fails to meet 80% rule 
on income from U. S. possession. Tax- 
payer was interned as a prisoner of 
war after being captured on the Island 
of Guam. The court agrees that the 
later received for the 
period of internment should be con- 
sidered as income derived from sources 


service pay he 


within a possession of the U.S. Because 
of his other income in those years, how- 
ever, he did not meet the requirement 
for excludability that at least 80% of 
gross income be derived from sources 
within a possession. Newman, DC Pa., 
5/17/56. 


Conflict on pre-1954 sickness benefits. 
Taxable: Following its own opinion in 
Oliva, 25 TC No. 153, rather than 
Epmeier, 199 F.2d 508, the Tax Court 
refused to allow an exclusion from gross 
income for sick-leave benefit paid by a 
from its own funds rather 
than from insurance. McQueen, TCM 


1956-143. 


company 


Exempt: Another decision in the long 
line of cases on this issue holds amounts 
received by an employee under his em- 
ployer’s self-insured disability-benefit 
plan are not taxable under the 1939 
Code. Congress did not intend to favor 
insurance companies and to promote 


their business. Adams, DC S.C., 4/25/56. 


Taxable: This court holds that pay- 
ments received by taxpayers under a 
sickness-benefit plan of their employer, 
a telephone company, are not excludable 
from income. The plan was not a con- 
tract, and the receipts were not insur- 
ance. Hanna, DC Tex., 5/25/56. 


Taxable: In another case, the court 
strictly construes language of 1939 Code 
Section 22(b)(5), and holds sickness bene- 
fits received under a self-administered 
employer's plan are not excludable from 
[1954 Code Sec- 
tion 105 now excludes $100 a week sick 
pay without regard to whether the plan 
is insurance. Ed.| Gamble, DC Tex., 
6/4/56. 


income as “insurance.” 


Taxable: This court decides that to be 
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excluded from gross income under 1939 
Code Section 22(b)(5), sick benefits must 
be received through actual insurance. 
\ccordingly, amounts received by tax- 
payer under a non-insured plan for em- 


ployees are taxable. The court holds 
with the government that 1954 Code 
Section 105(d) changed, rather than 
clarified, prior law on this subject. Cary, 
DC Neb., 4/5/56. 


Fleet Reserve retainer pay qualifies as 


retirement income. Retainer pay re- 
ceived by a member of the Fleet Reserve 
of the U. S. Navy, being payable under a 
public-retirement system, qualifies for 
the retirement income credit, regardless 
of the age of the individual. Rev. Rul. 


56-301. 


NEW DECISIONS AFFECTING 
EXEMPT INSTITUTIONS 


“I Am” foundation religious; expenses 
of staff reasonable; exemption allowed. 
laxpayer foundation was organized to 
the teachings of the “I Am” 
Activity. The court finds this 


propagate 


Religious 


is a bona fide religious group. The fact 
that expense allowances were paid to 
the religious founder did not mean that 


any part of the earnings inured to the 
benefit ol She 
devoted their entire time to founda- 


an individual. and her 
stall 
tion work, and the payment of living 
expenses instead of salary was reason- 
their life 
simple. Exemption had been yrant- 
1939 1945 


when criminal fraud proceedings in the 


able because mode of was 


very 
but revoked in 


ed in was 


use of the mails was begun. The Com- 


missioner assessed some $8,000 in tax, 
part of it for those years which were 
prior to 1945. St. Germain Foundation, 


26 TC No. 80. 

Fur rancher’s marketing association ex- 
empt. The Service grants exemption to 
a fur breeders’ association which informs 
and assists breeders and enters into con- 
tracts with auction companies the mem- 
bers use exclusively. It is financed by a 
withholding from members’ sales pro- 
ceeds made by the auction companies. 
The exemption is granted because in- 
come does not go to members, it is 
educational, and it attempts to improve 
efhciency of Rev. Rul. 


56-245. 


the industry. 


Foundation may distribute to needy 


individuals. Organizations which were 


privately established and funded as 


make dis- 


tributions to individuals without affect- 


charitable foundations may 
ing their tax-exempt status, provided the 


distributions are made on a_ true 
charitable basis. Adequate records and 
the 
cipients must be maintained. Rev. Rul. 
56-304. 


case histories for each of aid re- 


No deduction for doctors’ contributions 
to foundation that owned clinic build- 
ing. Several doctors associated in the 
operation of a clinic and who owned a 
real-estate corporation created a founda- 
tion to which they transferred the clinic 


equipment and had the corporation 
transfer the clinic’s building. Despite 
contributions of $22,000 made by the 


foundation to hospitals and other chari- 
ties, the charitable activity was found 
to be incidental to its function of main- 
taining and improving the buildings for 
the clinic. Contributions to the founda- 
tion were not deductible Boman, 26 TC 
No. 81. 
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ternal Revenue Service, a corporation, or 
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